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Preface

The program for the United States Armed Forces is intended to
furnish a brief summary of the United States income tax law. This
course offers a concise compilation of information and reference
material.

This publication should not be relied upon as encompassing all
facets of the subject presented. Research in other authoritative tax
publications may therefore be advisable on the more difficult or
unusual problems encountered. In no instance should this publica-
tion be cited as authority for a position taken.

. Please Note:

The Internal Revenue Code was amended by the Tax Reduction
Act of 1975. The changes made by the Act generally apply only to
1975. The following is a list of the new provisions which apply to
individual taxpayers:

$30 exemption credit.

Earned income credit.

Purchase of new residence credit.

Low income allowance increase. N
Standard deduction increase. -
Income level increase for the child care deduction
(applies in 1976 and later years).

PP wN

Also the Code was amended by Public Law 93-625 which changed
the interest rate charged or paid in connection with deficiencies,
etc. from 6% to 9% effective July 1, 1975.
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Chapter 1. Requirements for Filing Returns of Income and
Declaration of Estimated Tax

Introduction

Short Form 1040A 1s filed without any accompanying
schedules. Form 1040 may be filed with one or more of
the following schedules if needed:

Schedules A and B, for itemuzed deductions and for

. dividends or interest over $400;

Schedule D, for gains or losses on sales or exchanges
of property;

Schedules E and R, for income from pensions, rents,
partnerships, estates, small business corporations, and
retirement income credit;

Schedule F, for farm income and expenses, .

Schedule G, for income averaging.

This chapter discusses the requirements for filing in-
come tax returns and the declaration of estimated tax.
Chapters 1-6 and 8 deal only with U.S. citizens. Chapter
7 deals with the tax problems of aliens. Special emphasis
is given to mulitary situations. For a broader picture of
the filing requirements that pertain to minors, decedents,
etc., refer to “Your Federal Income Tax,” otherwise
known as Publication 17. An explanation of the applica-
tion of penalties to those areas of noncompliance s also
incorporated in this chapter.

Objectives—Chapter 1

Participants should be able to explain the following
concepts: ¢

(1) Reguirements for filing

(2) Joint vs. separate returns

(3) Surviving spouse and head-of-houschold status

(4) Introduction to Forms 1040, 1040A and 1040X

(5) Statute of limitations

(6) Penalties

(7) Declaration of estimated tax

Applicable forms for, this chapter include.

Form No.

1310 Statement of Claimant to Refund Due Deceased
Taxpayer

4868 Application for Automatic Extension of Time to
File U.S. Individual Income Tax Return

2688 Application for Exfension of Time to File (Resi-
dent)

843 Claim

1040 Individual Income Tax Return

1040A Individual Income Tax Return—~—Short Form

1040X Amended U.S. Individual Income Tax Return

1040-ES Declaration of Estimated Tax for Individuals

2350 Application for Exteasion of Time for Filing U.S.
Income Tax Returns (U.S. Citizen Abroad).

n
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General Rules for U.S. Citizens

The income level at which an individual must file an
income tax return is as follows for taxable year 1975,

Single—under 65 ........ e trrerasareans $2,350
Single—65 OF OVEr +..vvvvvervvrnnssnnnsssnsnns 3,100
Married—Filing Jointly .........cvvvevrivrenes 3,400

Marned—Filing Jointly (one spouse 65 or over) .. 4, 150

C

Married—Filing Jointly (both spouses 65 or over) 4,900

" Married—Filing Separately .................... 750
Dependent taxpayer with unearned income ....... 750
Persons with Income from U.S. Possessions ....... 750
SULVIVING SPOUSE . ...t tiive vttt ientine e e 2,650

The income level at which a return must be filed
($2,350 for individuals who are not married and $3,400
for married persons filing jointly) is increased by $750
for each additional personal exemption for age 65 or
older to which they are entitled. Exemptions for blind-
ness and dependents do not apply to the filing require-
ments.

For marned couples, these higher filing requirements
apply only if they have the same household as their
home at the close of the taxable year. They do not
apply if eiher spouse files a separate return or if any
other taxpayer is entitled to an exemption for either
spouse.

The taxpayer must file a tax return if the gross in-
come level as mentioned above 1s met or exceeded. This
applies in all cases regardless of whether:

(a) the taxpayer's entire tax for the taxable year
under consideration has been paid i full or overpaid
through amounts withheld by the individual's employer
or through direct payments to the Government on &
declaration of estimated tax;

(b) the taxpayer's deductxons exceed this gross in-
come, and thus no tax liability;

(c) the taxpayer's credxts render the return nontaxa-
ble; or .

(d) the taxpayer is resxdmg at home or abroad.

If the taxpayer receives gross income of less than the
amount in the “required to file income level category”
he is not required to filg a return. However, suppose a
new recruit, almost straight out of high school, earns less
than his *required to file income level.” Since his gross
income is less than his “required to file income” he does
not have to file a return, but he should file a return in
order to recover the taxes withheld from his wages. In

Athis.case, a properly exequted return Form 1040 or

Form 1040A serves as.a claim for refund.

A self-employed individual 1s required to file a tax
return if net earnings (synonymous with net profit)
from self-employment are $4OQ or more, even though
gross income is less than his “required to file income
level.”

‘ Dependent Taxpayers With Unearned Income

The filing requxrement for children under age 19 or
full-time students is $750 if: (1) they can be claimed as
dependents of another and (2) they have unearned
income. The origin of the dependent’s unearned income
is immaterial. It may come from the yield on inheri-
tances, gifts, trust mcome. dividends (after the exclu-
sion) or even the savings from the dependents own
earmngs See Chapter § for a discussion on “unearned
income.’

Note: If the child or student furnishes more than one
half of his own support, or is married and files a joint
return, his parents would not be entitled to a personal

1
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exemption for him Therefore, since he does not qualitfy
as a “dependent,” the unearned income rule wou!d not
apply. It 1s important to note that the child or student
need not be actually claimed as a dependent. The
unearned income rule applies if the parent is entitled to
the exemption regardless of whether he actually claims
1t -

What 1s “Gross Income” for the
Purpose of Determining Who Must File

Although subsequent chapters deal specifically with
“gross income,” and inclusions and exclusions with re-
gard to “gross income,” it is imperative at this point to
define “gross income” as it apphes to the “required to
file income level” test.

“Gross income,” for purposes of filing an income tax
return, means all weaith which flows to the taxpayer
(other than a more return of capital), except income
excluded by statutory provisions. Gross income in-
cludes income realized in any form, whether in money,
property or accommodations. In general, if services
are paid for  other than money, the fair market value
of the property or services taken 1n payment must be
included 1n gross income. What constitutes “gross 1n-
come” may be classified as follows:

(a) For servicemen, “gross income” for the purpose
of filing an income tax return includes such items as
basic pay, incentive pay, special pay, reenlistment bonus,
dividend income, interest, annuities, etc.

(b) For rental property, *gross income” means gross
receipts from rents, that is, before deductions for rental
operating expenses.

(c) For sales or other disposition of property, “gross
income” means the gross selling price, less the cost or
adjusted basis of the property sold or otherwise disposed
of.

(d) For acitizen of the United States who claims the
exclusion of wages earned outside the United States
because he is a bona fide resident of a foreign country
for an entire year or physically present in a foreign
country for 510 full days during a period of 18 consec-
utive months, a tax return must be filed if the required
to file income level test is satisfied. In determining
whether the test is met, the taxpayer must count such
excluded income.

You may have certain civilians (contractors, etc.)
working at your base whose incomes are not taxable
because of this exclusion. However, if their income,
although excludable, exceeds their required to file in-
come level, they, nevertheless, are required to file an
income tax return and submut a Form 2555 with 1t
(This will be covered tn Chapter 8 dealing with exclu-
sions.)

General Information .
Submitted on a Return

Members of the Armed Forces should indicate their
name, social security number, and permanent home ad-
dress on their returns. Suppose the taxpayer is entitled
to a refund which he does not wish to be mailed to his
permanent home address. In that event, it 1s suggested
that the taxpayer delete his permanent address and
enter his* current address.

2.

Presidential Election Campaign Fund

A taxpayer may designate '$1 (if a joint return, $1
each for husband and wife) of his taxes to the presi-
dential election campaign fund by checking the appro-
priate box(es) on Forms 1040 or 1040A. gheckmg
the box(es) will not increase the tax or reduce the
refund.

Filing Status

Five filing status categories are listed on page 1 of
Forms 1040 and 1040A. These are:

O Single

{J Married filing joint return (even if only one had
income)

Married filing separately

0 Unmarried Head of Household

{0 Qualifying widow(er) with dependent child

You are to check the correct box of the taxpayer
involved. By ascertaining his appropriate category at the
start, you will find it easier to decide upon such tax
features as tax tables to use, exemptions allowable,
methods of computation, etc. Only cne box should be
checked on a tax return.

[0 Single

A single person 1s one who 1s unmarried as of the last
day of the tax year. A “single” taxpayer may be a
bachelor, a person divorccd under a final decree, or a
person who 1s legally separated or a widow(er). How-
ever, a person separated under an interlocutary decree
of divorce 1s not constdered unmarned for this purpose
and may not file as a single person.

A taxpayer's status at the close of the year is his
status for the year. For example,. a person who receives
a final decree of divorce on 31 December of a given
year 1s a “"single” taxpayer for the entire year.

Certain “single” taxpayers who suppeort dependents
may also quahify as “‘unmarried head of household” or
“surviving widow(er).” See the explanations of these
categories which follow.

[J Married Filing Joint Returns

A husband and wife may file separate returns or one
joint return. However, as will be noted in a later discus-
sion on the advantages and disadvantages of filing joint
o1 separate returns, married taxpayers almost always
will benefit by filng a joint return instead of filing sep-
arate returns.

A joint return must include all the income and deduc-
tions of both spouses. Thus, even though the income of
one spouse may be less than $750 dnd that person
would not be required to file a returm, this income
would have to be included if the couple decided to file a
joint return. A joint return may be filed even if one of
the spouses has no income during the tax year.

Under no circumstances may one spouse file a sepa-
rate return to receive a refund of tax on wages withheld
if the income is less than $750 and, at the same time,
file a joint return with the other spouse.
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Effects of Death nr 2 joint Return

If one spouse dies during the taxable year and the
surviving spouse does not remarry before the close of
the tax year, the surviving spouse can file a joint return
with the deceased spouse.

Note' As will be studied later, the survivilg spouse
may also, under certain circumstances, use the joint
return tax tables for the two years following the year of
death of his or her spouse; an exemption may not,
however, be claimed for the deceased spouse in other
than the year of death.

If the surviving spouse remarries in the year of death
of the other, then the return for the deceased former
spouse would have to be a separate return. However,
the surviving spouse and the present spouse may file a
joint return for such taxable year.

Chapter 3 in Publication 17 discusses in detail the
law applicable to the filing of returns involving dece-
dents. The following thoughts are highlighted since they
are more important:

(1) When a return is being prepared on behalf of a
decedent, after the surname write “deceased.”

(2) The gross income requirement for filing a return
for a decedent 1s the same as that for any other tax-
payer.

(3) The executor, administrator or legal representa-
tive, if one has been appointed, must file the final return
and sign the return on behalf of the deceased. If no
person has been appointed, the surviving spouse may file
the joint return and sign the return adding ‘““Taxpayer
and surviving spouse.”

(4) If a refund is due, a Form 1310, Statement of
Claimant to Refund Due Deceased Taxpayer, must be
executed by the person claiming the refund. A copy of
.the death certificate must accompany the Form 1310.

-

Citizenship or Residency

It 15 most important to know that in order for mar-
nied taxpayers to be ehigible for the tax benefits of jont
return filng they must either be citizens or alien resi-
dents of the United States during the entire taxable
year. .
The taxation of aliens s discussed later in the text,

Problems of Husband and Wife Electing To File a
Joint Return

Certain problems are frequently encountered by the
average taxpayers electing to file a joint return These
problems should be thoroughly understood in order to
determine whether a joint return or separate returns are
more advantageous. Some of the most common prob-
lems are listed below.

(1) The determination of the aggregate adjusted
gross income, taxable income and credits—When a hus-
band and wife exercise their statutory rights to file a
joint return, they are in effect, regarded as a single
taxpayer. The incomes of both are combined in comput-
ing the combmed “adjusted gross income” (line 15,
Form 1040 or line 12, Form 1040A) and the combined
“taxable income” (line 47, Form 1040 or line 5, Form
1040A Worksheet). In certain cases, however, separate
computations may be necessary to arnve at the correct
adjusted gross income. For example, sick~pay exclusions

RIC : ’
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and dividends received exclusions, if both husband and
wife qualify for these exclusions, are to be separately
computed. .

The credits against their tax hability are also, as a
general rule, aggregated. However, separate computa-
tions must be employed in those cases where each of the
spouses is entitled to the benefits of retirement income
credits against the tax hability.

These are but a few examples of specific items which
require separate computations to arrive at the combined
credits 1furing to marnied taxpayers filing joint returas.

(2) The liability for any tax and penalties due on
such return—if a joint return 1s filed each spouse is
generally liable:

(a) for the full amount of tax due on such return,
regardless of the amount of his or her separate taxable
income included therein; and,

(b) for any increase in liability by reason of civil
penalties imposed.

Note: Chapter 2 in Publication 17 discusses the “in-
nocent spouse” exception to the general rule.

Whether a joint return or separate returns will result
in a tax advantage depends upon various factors. In
some of the special situations given below, it is to the
advantage of the spouses to file a joint return, in others
it is to their disadvantage.

Advantages of Filing a Joint Return

A jomnt return containing large amounts of gross in-
come generally results in a tax advantage, since the tax
based on taxable income is computed at rates which
apply to each one-half of the income.

A joint return is advantageous when one spouse had
deductions in excess of gross income. The excess deduc-
tions of the spouse may be applied against the income
of the other spouse.

A joint return may permit a greater deduction for
contributions if one spouse has made contributions in
excess of the allowable limitation and the other spouse
did not use up his or her maximum allowable deduc-
tion. :

A joint return would be advantageous when the gross
income of one spouse is less than $750, since the other
spouse would benefit by the excess of the deduction for
the $750 exemption over the income of such spouse.

‘Disadvantages of Filing a Joint Return

If one spouse has a heavy medical expense deduction
and a moderate income and the other spoyse has a
moderate income and no medical expenses,, it would
ordimarily be to therr disadvantage to file a joint return.
A smaller adjusted gross income allows a greater medi-
cal deduction.

Conclusion

A military man and his U.S. citizen or resident alien
wife will find it more advantageous to file a joint return
because the tax rate applicable to a joint return is much
more beneficial than that applicable to separate returns
and because, as a rule, the medical needs of military
personne! and their familics are administered at low cost
to such personnel.
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J Married Filing Separately

Marned persons may file separate tax returns if they
choose to do so. Each spouse reports his own income,
claims his own deductions and exemptions, and com-
putes his tax under rates applicable to married persons
who file separate tax returns. Each spouse is liable for
any tax due on his return and is entitled to the refund if
the tax paid in advance exceeds the tax liability shown
on the tax return. :

If either spouse had at least $750 income and the
other did not, the spouse who had at least $750 may file
his own separate return while the other need not file.
The spouse filing the return must report only his own
income. If the spouse not filing had no income and was
not the dependent of someone else, then the one filing
may claim his spouse’s exemption.

May Separate Returns Be Substituted for a Join
Return or Vice Versa? :

Separate returns may be substituted for an original
joint return only if they are filed on or before the 15th
day of the fourth month following the close of the
taxable year. In other words they must be filed before
the expiration of the due date of the return (15 Apnl
for calendar year taxpayers).

Married taxpayers who elected to file separate returns
are permitted to change their election. An amended
joint return may be filed within three years from the
regular due date of the return, exclusive of any exten-
sion of time granted to either spouse.

If a taxpayer was married and entitled to file a joint
return at the time of filing a separate return, he and his
spouse may subsequently elect to file jointly even though
at'the’time of such ele&{ion they are legally separated or
divorced.

If either spouse has died, the election to change from
a separate to a joint return with respect to the decedent
can be made only by the executor or administrator.

A joint return may not be substhtuted for ongnal
separate returns if:

(a) either spouse has instituted an action against the
Government in any court with respect to his taxes for
that year;

(b) cither spouse has entered into a closing agree-
ment with respect to that taxable year; or

(c) either spouse has compromised any civil or crimi-
nal liabilities for taxes with respect to that year.

Married Individuals Filing Separate Returns

If a husband and wife file separate Forms 1040 and
one elects to itemize deduclons the other must also
itemize. If one itermzes deductions on Eorm 1040, the
other may. not take the Standard Deduction, use the
Optional Tax Tables, or file Foriy 1040A. The spouses
must be consistent in their election.

Married Persons Living Apart

An abandoned spouse is not considered married if she
(or he) (1) files a separate return and maintains as her
home a household which constitutes, for more than
one-half of the taxable year, the principal place of
abode of her dependent son, daughter, stepson, or step-

4
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daughter for whom she is entitled a dependen“cy exempt-
tion for the year, (2) she furnishes more than one-half
the cost of maintaining the household and, (3) during
the entire taxable year her spouse is not a member of
the household.

O Unmarried Head of Household Status

This tax computation results in a lower tax lability
than the separate status, but i1n a higher one than the
joint return status. In fact it falls about half-way be-
tween these two computations.

To obtain this benefit the taxpayer must meet two
requirements. ’ )

*

Requirement (1)}—Marital Status

The taxpayer must be unmarried (or legally sepa-
rated) on the last day of the tax year. An interlocutory
decree of divorce does not give the taxpayer an unmar-
ried status.

If at the end of the tax year the U.S. taxpayer is
married to a spouse who was a nonresident alien at
some time during the tax year, the U.S. taxpayer 1s not
considered married for purposes of this head of house-
hold test. However, the nonresident alien spouse does
not qualify as a relative or dependent for purposes of
Requirement (2) explained below. )

A widow or widower cannot be considered as head of
household as long as he or she is entitled to the benefits
of a surviving spouse (Note, however, that the latter’s
tax rate is more beneficial than the head of household
rate).

.

Requirement (2}—Maintenance of Household

The taxpayer must furnish over half of the cost of
maintaining a household for the entire year for at least
one relative (not his spouse). Whether this relative must
also qualify as a dependent and whether he or she nfust
actually live in the taxpayer's household depends upon
the relationship.

Father or Mother—A father or mother must qualify
as a dependent and must live with the taxpayer or in a
home maintained for them. In this situation, qualifica-
tion as a dependent cannot arise because of a multiple
support agreement.

Unmarried Child, Grandchild, Stepchild or Foster
Child—An unmarried child, grandchild, stepchild or
foster child must live with the taxpayer, but does not
have to qualify as a dependent.

Any Other Relative—Any other relative must live in
the taxpayer's home and must qualify as a dependent.

Temporary Absences—Temporary absences for vaca-
tions, schools, sicknéss, etc., are disregarded in deter-
mining whether a related person actually lived in a
household. Military service may be considered a t\mpo-
rary absence.

The following items are included in the cost of main-

taining a household: rent, mortgage interest, taxes, in-
surance on the premises, repairs, utihties, domestic help,
and food consumed in the home. The cost of clothing,
education, rnedical and dental treatment, vacations, and
transportation is not considered as part of the expense
of maintaining a household.
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Example. Taxpayer's wife died several years ago and
he has not remarried. An unmarried son lives in the
house, but he cannot be claimed as a dependent. The
taxpayer furnished over half the cost of maintajning the
home. Head of houschold status may be claimed by the
taxpayer.

(0 Widow(er) With Dependent Child -

This computation results in the same tax liability as a
Joint computation and 15 available to an eligible survivor
for pnly the two next succeeding taxable years following
the death of the spouse. .

The exemption deduction for the deceased spouse
may not be claimed by the survivor when this filing
status is used. (Remember that the exemption can be
claimed for the year of death because the surviving
spouse 15 permitted to file jointly with the decedent.)

The requirements for this computation are as follows.

(a) One spouse must have died within the two pre-
ceding taxable years; -

(b) The husband and wife must have been entitled to
file jointly for the year of death; 1t is immaterial
whether they actually did file jomtly;

(c) The survivor must not have remarried;

(d) The survivor must have a chid or stepchxld who
qualifies as a dependent; and

(e} The survivor ;ust furnish over haif the cost of
maintaiming a home which is the principal place of
abode for « dependent child or stepchuld, except for
temporary absences (vacations, schools, sickness, etc.)

Example. Commander Palmer's wife died last year
and a joint return was filed for that year. He was
unmarried at the end of the current year and he main-
tained a residence for his child who qualified as his
dependent. He may use the joint return tax computation
for the current, year since he qualifies as a surviving
spouse. Note that he cannot claim an exemption deduc-
tion for his deceased spouse. for the current year.

The privilege of filing as surviving spouse 1s not
granted if:

(a) The taxpayer remarries before. the end of his
taxable year; or

(b) The taxpayer or his spouse was a nonresident
alien.

What Form to File

Eligibility for Filing Form 1040A

Taxpayers may use Form 1040A for 1975 if:
(1) their total income (regardless of amount) 1s from

.wages, salaries, tips, and not more than $400 in divi-

dends or interest, and .

(2) they do not itemuze their deductions.

Note. Taxpayer may disregard the $400 hmutations
for interest and dividends if not required to file a re-
turn but files to get the earned income credit.

Who May Not File Form 1040A

A taxpayer is not chgible to file Form 1040A if the
taxpayer:

(1) had income other than wages, salaries, tips, or
more than $400 1n either interest or‘dividends, -
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(2) had uncollected employec tax (social security
tax) on tips as shown on hs Form W-2, ¢

{3) had received $20 or more 1n tips 1n any one
month and did not full» report these tips to his em-
ployer,

(4) files a separate return and the spousc 1temxzes
deductions,

(5) 1s a nonresident alien (Form 1040NR should
be used),

(6) could be claimed as a dependent on his parent's
retyrn, and had $750 or more of dividend and interest
incomie, or has total income of more than.$10,000 if

single or unmarried head of household ($5,937 of =
. married and filing separately),

€

(7) claims the rcurcment income credit, or ‘certain
other credits, or

(8) makes adjustments to gross income for sich pay,
moving expenses, or employee business expenses.

See Instructions for Preparing Short Form 1040A
for other circumstances 1n which a taxpayer may not
use Form 1040A.

Here Is a Test To Help Taxpayers Decide Whether

They Can Reduce Their Tax Liability hy Itemlzmg
Deductions on Form 1040 ,

A taxpayer filing jointly or as surviving widow(er)
should itemize his deductions on Form 1040 if his
income on line 12 of Form 1040A is:

e less than $11,875 and his allowable itemized de-
ductions (see Chapter 5) total more than $1,900.

* between $11,875 and $16,250 and his allowable
ltemlzcd deductions total more than 16%% of hne 12.

‘e over $16,250 and his allowable itemiZed deduc-
tions total more than $2,600. o

Note if the taxpayer i5, married and filing separately
the above dollar amounts must be.divided 1n half.

A taxpayer filing as singlp~SF head of housechold
should itemize his deductions on Form 1040 if his
income on line 12 of Form 1040A is:

e less than $10,000 and his itemized Ueductions
total more than $1,600.

® between $10,000 and $14,375 and his itemized
deductions totat more than 16% of line 12.

e over $14,375 and his ltemxzed deductions total
more than $2,300.

-

.

When and Where To File an Individual
Income Tax Return

15 April 1s the final date for filling individual income
tax returns 1f taxpayers use a calendar year. The
return should be sent to the appropriate Internal Reve-
nue Service Center for the state in which the taxpayer is
located as shown in the instructions on Forms 1040 and
1040A. If his principal place of abode for the tax year
1s outside the United States, and he has no legal resi-
dence or principal place of business in any Internal
Revenue District within the Umited States, he should file
his return with the Internal Revenue Service Center,
11601 Roosevelt Boulevard, Philadelphia, Pennsylvania
19155.




®

Exceptions to 15 April Due Date for
Calendar Year Individual Taxpayers

Written Application

(1) A taxpayer may get an automatic two-month
extenston of time to file Form 1040 by properly com-
pleting Form 4868 (Apphcation for Automatic Exten-
ston of Time to File U.S. Individual Income Tax
Return). Taxpayers filing this application are assured of
an extension of time to file unless notified to the
contrary. §

The applicdtion must be filed” with the approprate
Internal Revenue Service Center on or before the nor-
mal due date of the tax return. In submitting Form
4868, it 15 necessary to make 4 tenlative tax estimate for
the year. Any tax due after taking into account prepay-
ments (such as withholding or estimated tax payments)
must be paid with the application.

Interest on any unpaid portion of the final tax 1s ¥:%
a month (up to a maximum of 25%) from the ongmal .
due date of Form 1040 to the date of payment. The
late payment penalty of 4.% a month will flso apply
unless there 1s recasonable cause for failure to pay on
time. Howéver, the late payment penalty will not apply
f the balance due on the return 1s less than 10% of the
total tax and payment of the balance due 1s remitted
with the return. .

Except 1n severe or undue hardship cases, a taxpayer
must take adavantage of the automatic extension provi-
sions before any longer extension will be granted. Fur-
ther extensions of time to file beyond 2 months will not
be automatic and must be specifically granted. A tax-
payer may request a further extension by filing Form
2688 (Application for Extension of Time to File U.S.
Individual Income Tax Return).

(2) US. citizens abroad who expect to receive ex-
empt earned income may request an extension by filing
Form 2350. ° '

Note: The duplicate Form 4868 should be attached
to the face of the completed tax return when it 1s filed
as evidence of the extension. Any payment you made
with the application for extension should be entered
on line 21(d), Form 1040. You may not use Form
1040A or elect to have the Internal Revenue Service
compute your tax if You applied for an extension of
time to file.

Extension While Abroad

Citizens of the United States, who, on 15 April, are
outside the United States and Puerto Rico, are allowed
an automatic extension of time until 15 June for filing
the return for the preceding calendar year. In addition

_to the tax liability due, however, interest on the hability

is incurred at the rate of 9% per annum from 15 April,
the normal due date, to the date paid. The interest rate
is 6% on amounts due before July 1, 1975.

If a taxpayer takes advantage of this automatic exten-
sion, a statement must be attached to the return showing
he was outside the United States or Puerto Rico on the
tue date.

The automatic 15 June extension applies to individu-
als filing separate returns when both spouses are outside

the United States or Puerto Rico on 15 April. It also
applies when only one spouse s outside the United
States or Puerto Rico on 15 April, provided a joint
return is filed. What are the filing requirements of a
husband and wife who wish to file separate returns if
only one spouse is outside the United States or Puerto
Rico on 15 April?

Example: Capt John Baker is stationed 1n Korea on
15 April 1976 and his wife is living in Idaho on that
date They decided to file separate returns for 1975.
Capt. Baker has until 15 June 1976 to file his return but
his wife must file her return by 15 April 1976. Had they
filed a joint return the automatic 15 June 1976 exten-
sion would have applied in their case.

Combat Zone Service or Hospitalization

Members of the Armed Forces of the United States,
or any other individuals, such as Red Cross workers,
Federal civilian employees, industrial technicians and
.accredited correspondents who support such Armed
Forces have until 180 days after they leave a combat
zone or are discharged from continuous hospitalization
outside the 50 states and the District of Columbia as a
"result of injury incurred in the combat zone, for filing
any Federal income, estate or gift tax return, or declara-
tion of estimated tax, paying these taxes, claiming re-
fund, bringing suit upon any of these claims, being
liable for assessments or deficiencies, or being subject to
levy. .

Missing Persons

No Federal income tax return of, or payment of any
Federal income tax by, a member of a uniformed force
or civilian officer or employee of any department who,
at the time any such'return or payment would otherwise
become due, is absent from his duty station in a status
of missing,'missing in action, interned in a foreign coun-
try, captured, beleaguered, or besieged by “a hostile
force, or detained in a foreign country against his will,
shall become due until the earlier of: (A) the 15th day
of the 3rd month in which he ceased (except’ by reason
of death or incompetency) to be absent unless within
that period he again becomes absent under the forego-
ing conditions or (B) the 1S5th day of the 3rd month
following the month in which an executor, administra-
tor, or conservator 6f the estate of the taxpayer is
appointed. The postponed returns should also be accom-
panied by explanatory statements when filed. Note that
this postponement is not liniited to the geographical
limits of any combat*zone.

The spouse of an individual in missing status may
file a joint return during the period he 1s in missing
status even if 1t 1s subsequently determined that he had
been killed in action in a prior year. Such spouse may
also file as surviving spouse (if she has a dependenk
child) for two years following the year in ‘which her
husband’s missing status is changed.

Statute of Limitations

The law prescribes a specific period within which the
Commissioner may assess and collect income taxes.
Listed below are vanous hmitation periods applicable to

o T
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the assessment and collection of idcome taxes. The fol-
lowing is not all inclusive.

‘'

General Rule

Normally income taxes will be assessed within 3 years
after the return was filed (whether or not such return
was filed on or after the date prescribed), and no pro-
ceeding in court without assessment for the collection of
the tax may. be begun after the expiration of that pe-
riod. An intome tax return filed before the last day
prescribed by law or by regulations for the filing thereof
will be considered as filed on that last day. Whenever
the period of limitations begins to run from the date of
filing the return, it means the date of filing the original
return. The limitations period does not generally begin
on unsigned returns.

Failure to File a Return

If'a taxpayer fails to file a return there is no limita-
tion on assessment and collection of income tax. The
assessment may be made at any time.

Files False or Fraudulent Return With
Intent to Evade Taxes ‘

If a taxpayer files a false or fradulent return with
intent to evade taxes there is no limitation on assess-
ment and collection of income tax.

Files and Omits More Than 25% of Gross
Income Properly Includible Therein

If a taxpayer omits from his gross income an amount
which 1s more than 25% of the gross income stated on
his return, the period of limitations for assessment and
collection of the tax expires 6 years from the date of
filing the return. ‘

Statute of Limitations on Claims for
Refund by Taxpayers

The period for filing timely claims for refund or
credit on income tax is as follows:

(a) If a return is filed, a claim for credit or refund of
an overpayment must be filed by the taxpayer within 3
years from the time the return was filed or 2 years from
the time the tax was paid, whichever expires later.

(b) If no return is filed, the claim for credit or
refund of an overpayment must be filed by the taxpayer
within 2 years from the time the tax was paid.

The running of the statute of limitations on filing
claims for refund is suspended because of service in a
combat zone.

Penalties
Delinquency Penalty

In the case of failure to file an income tax return on
or before the date prescribed for filing (determined with
regard to any extension of time for such filing), there
will be added to the tax required to be shown on the
return, the amount specified below, unless the failure to

file the return within the prescribed time s shown to the
satisfaction of the district director td be due to reasons-
ble cause. The amount to be added to the tax is §%
thereof if the failure is for not more than one month,
with an additional 5% for each additional month or
fraction thereof during, which the failure continues, but
not to exceed 25% in the aggregate. The addition 1s
computed on the net amount of tax due.

Negligence Penalty

If any part of any underpayment of tax 1s due to
negligence or intentional disregard of rules and regula-
tions, but withiout intent to defraud, 5% of the under- -
payment will be added to the tax. ’

Fraud Penalty

If any part of any underpayment of tax is due to
fraud, 50% of the underpayment will be added to the
tax.

Occasionally a taxpayer‘wﬂl, for one reason or an-
other, fail to file an income tax return for a particular
year. Failure to file can bring upon a taxpayer both a
ciminal and a civil fraud penalty, so that a’taxpayer
would be well counselled to file an income tax return no
matter how late such filing is. Sometimes a taxpayer
who owes tax does not have the funds to pay and,
because .he 1s unfamiliar with the law, fails to file a
return, thus leaving himself open to the suspicion of
fraud or penalties for,failure to file. In the following
years the taxpayer, once having failed to file, may not
file even when refunds are due. Eventuaily when he
does file he may lose his refunds for prior years because
the statute of himitations has expired. Yet if he had
filed 4 timely return for the first year that he owed some
tax 1n which he could not pay, he would merely have
been subject to 9% (6% before July 1, 1975) per an-
num interest (and the one-half of 1% penalty discyssed
below), and would not have left himself open to
fraud penalties or jeopardized his refunds. Therefore,
it is always better to file a timely return even if a
taxpayer does not have the money to pay his tax
hability.

Failure To Pay Tax Penalty

If the taxpayer fals to pay the income tax-when due
there will be added to the tax an additional penalty
charge of one-half of 1% a month, not exceeding a
total of 25% of the gverdue amqunt. For failing to pay
the income tax when%uc, the penalty 1s imposed on the
amount shown on the/ return as due, less amounts that
have been withheld, estimated tax payments, partial
payments, and other applicable credits. This penalty is
not imposed if 1t 1s shown that the failure to pay the tax
1s due to reasonable cause and not to wilful neglect. The
fallure “to pay” penalties are in addition to-the regular
9% interest charged on overdue taxes.

The 9% per year interest charged for delayed pay-
ment of tax 1s fully deductible from income 1n comput-
ing taxable income. The .'{gf 1% penalty 1s not de-
ductible i arriving at taxable’income because 1t 18 spe-
cifically referred to as an addition to the tax and as a

" penalty.
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Estimated Income Tax Payment

In General

In order to have all individual taxpayers on a pay-as-
you-earn basis, many U.S. citizens, and resident and
nonresident aliens are required to estimate their tax
liabilities and to pay at least 80% of the tax in advance
through so-called quarterly payments and withholding
by the employer. Form 1040-ES, Declaration of Esti-
mated Tax for Individuals, is used to report the esti-
mated tax to the Internal Revenue Service and is filed
with the taxpayer's income tax return. A nonresident
alien must use Form 1040-ES (OI0).

Additional charge for failure to pay estimated income
and self-employment tax.—An additional charge of 9%
(6% before July 1, 1975) a year is imposed by law for
underpayment of installments of estimated tax receipts
in certain situations. The charge does not apply 1f each
installment is paid on time and (a) is at least 80 per
cent (662.3% for farmers and fisherman) of the
amount due, or (b) s based on a tax computed by
using your income for last year and this year's tax
rates and exemptions. For additional exceptions in
unusual cases see Form 2210.

Who Must Make a Declaration

Every citizen or resident of the United States must
make a declaration of his estimated tax if he:
(1) can reasonably expect gross income to exceed

(a) $20,000 in the case of

1. a single individual,

2. a head of household,

3. a surviving spouse, or

4. a married individual entitled to file a joint
declaration if his spouse does not receive any wages; or

5. a married person living apart (as described
on page 4).

(b) $10,000 in the case of a married individual
entitled to file a joint declaration if both spouses receive
wages; .
(c) $5,000 in the case of a married individual who
is not eligible to file a joint declaration; OR

(2) can reasonably expect to receive more than $500
from sources other than wages subject to withholding.

No declaration is required, however, if the estimated
tax can reasonably be expected to be less than $100.

An employee having carnings subject to withholding
may wish to have his employer withhold more than the
minimum amount of income tax, thus reducing his esti-
mated tax liability after deducting withholding and elim-
inating the need for a declaration. For the serviceman
whose only source of income is his military pay, the
possibility of an estimaled tax penalty is remote because
the withholding from such pay is more than adequate to
cover his situation. However, many personnel have in-
come not subject to withholding (dividends, interest,
capital gains, annuitics, rents, etc.). These people have
the problem of filing an estimated tax declaration and
making the quarterly payments in accordance with such
declaration.

Due Dates

Ordinarily calendar )ear‘taxpa)crs first file their dec-
laration of estimated tax by 15 April of the taxable

year. For the taxpayer who is outside the United States
on 15 April filing may be postponed until 15 June. If
the estimated tax return is not filed until 15 June then
one-half of the estimated tax is due and payable with
the retyrn. The following example illustrates the normal
due dates and amounts of estimated tax payments:

Total estimated tax .....cccoooceevrverrirerrerenns $3,000.00
Less. Estimated withholding from pay ... $2,000.00
Estimated taX .........cccooeveeeeeveenncereennes $1,000.00

Payments of estimated tax—
15 April (paid with declaration) ........... $250.00
15 JUNE et $250.00
15 September ............. e A $250.00
15 January (after end of taxable year) ..  $250.00
Total ...t $1,000.00

Note- The fourth payment (15 January after the end
of the taxable year) need not be made if the taxpayer
files his return on or before 31 January of the succeed-
ing calendar year and pays in full the amount computed
on his return as payable.

Amended Declarations

Generally, if an individual has filed a declaration and
the facts and circumstances later indicate that his in-
come will be substantially greater or less than he pre-
viously estimated on his original declaration, the
Amended Computation schedule on page 2 of Form
1040-ES should be used to determine the amended esti-
mated tax: The amended estimated tax should then be
shown in item | of the next declaration-voucher filed. A
declaration or amended declaration which would other-
wise be due to be filed on 15 January need not be filed
if the income tax return for the taxable year 1s filed and
the tax due paid by 31 January.

Note: It is important to retain copies of cancelled
checks lo prove payment of taxes to the Internal Reve-
nue Service if the return is examined.

Alternative

To circumvent the problem of filing a declaration of
estimated tax (indeed to insure that no tax 1s due with
the filing of a taxpayer's income tax return), an alterna-
tive method is presented,

(1) At the beginning of the taxable year estimate the
taxable income for the coming year.

(2) Compute the tax.

(3) Divide the tax by the number of military pay
checks in the year.

(4) Inform the personnel officer to withhold the
amount computéd 1n 3 above (to the nearest $5 per pay
check) from each pay check.

This suggestion requires little more work than that
necessary to compute an accurate declaration of esti-
matcd tax.

Additional Facts on Wa%Withholying

An individual will not be subject to withholding of
income tax if he'xertifies to his employer that he expects
to have no income tax liability for the current year and
that he had no tax liability for the prior taxable year.
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This provision relieves individuals who earn less than
the amount required to file a tax return from filing a
return solely to obtain a refund of the tax withheld.

Voluntary Withholding on Pensions and Annuities

Pension and annuity payments are subject to income
tax withholding when the payee requests withholding.

If the taxpayer wants to take advantage of this provi-
sion he should contact his personnel officer.

Summary

Who Must File—Citizens and Residents
of the United States

Tax Year
Filing Status 1975
Single—under 65 ... .oocooiirieene oo e e $2,350
Single——65 Or OVEr .. coooeviceeieeecees e eeeeaens 3,100
Marned Filing Jontly ..., 3,400
Married Filing Jointly
(one spouse 65 Or OVEr) ... .ccrrvimemnnens 4,150
Married Filing Jointly
(both spouses 65 O OVET) ..ccoceveeer werveennnnes 4,900
Married Filing Separately (See Note 1) ........ 750

Married Couples Living Apart (See Note 2) 750
Dependent Taxpayer with

Unearned Income (See Note 3) ..o 750
Surviving Spouse ... ... 2,650

Notes: (1) The higher filing requirements do not ap-
ply if any other taxpayer is entitled to claim an
exemption for either spouse.

(2) For murried couples, the higher filing require-
ments apply only if they have the same household as
their home at the close of the taxable year.

(3) Any unearned income of a taxpayer who could be
claimed as a dependent of another reduces the filing re-
quirement to $750.

Special Notes: (1) Exemptions for blindness and de-
pendents do not apply to the filing requiremnts.

(2) Taxpayers with $400 or more of self—cmployment
inceme must file. .

General Information on Return

(a) Social Security Number
(b) Permanent Home Address (note refund situa-
tions requiring current mailing address)
. (c) Presidential Election Campaign Fund.

Filing Status

Separate Returns
*General Rule .
(1) Filed by one taxpayer
(2) Includes only his income and deductions .
(3) Filed in the name of and signed by that taxpayer
(4) Normally filed by taxpayer who is not married at
the end of his tax year.

Exceptions
(1) Married taxpayers iuay file separate returns.
(2) Citizen or ressdent who 1s married to one who
was a nonresident alien at some time during the tax
year must file a separate return unless he qualifies as
head of housechold.

(3) Spouse died—survivor does not remarry before
year end, a joint return may be filed.

(4) Single person may have head of household or
Aurviving widow(er) status.

(5) Certain married individuals Inmg apart.

Joint Returns !

(1) Taxpayers may owe less if they file joint returns
(2) Marital status—If on last day of taxable year
taxpayers are:
(a) Married and hving together
(b) lemg in common law if 1n common law state
(c) Married and hving apart but not divorced or
legally separated i
(d) Separated under interlocutory decree of di-
vorce.
(3) Effect of death of one spouse
(a) Joint return for year of death.
(b) Surviving spouse rate for two succeeding
years if certain requirements are met.
(c) Remarriage 1n year of death—decedent’s re-
turn must be separate. Newlyweds can file jointly.
(d) Executor must file on behalf of decedent or
spouse when none is appointed.
(e) Refund claim with Form 1310—submit copy
of death certificate.
(f) Both taxpayers must sign a ]omt return

(4) Citizenship or Residence—ENTIRE TAXABLE
YEAR.

Unmarried Head of Household Status

Rate is less than separate status, more than joint
return status. °

Requirements

(1) Marital Status

(a) Unmarried or legally separated on last day of
tax year, or

(b) Married to a nonresident alien at' some time
durmg year and who meets second requirements, or

*(c) Certain married individuals living apart.

(2) Maintenance of household

(a) Furnish over half of the cost of maintaining
household

(b) For entire year

(c) For at least one relative (not his spouse).

Relative—Definition for purpose of (2) (c) above:

Father or Mother—must be dependent and must live
with taxpayer or in a house maintained for them.

Note: Dependency qualification cannot arise from a
multiple support agreement.

Unmarried child, grandchild, stepchild or foster child
~must live with taxpayer—does not have ‘to qualify as
a dependent.

Any other relative—must live in taxpayer's home and _
be a dependent.

. (d) Temporary Absences—Military service, vaca-
tion, school, sickness, etc., do not negate living with
taxpayer clause.

(e) Cost of Maintaining Household—Rent, mort-
gage interest, taxes, insurance on premises, repairs, util-
ities, domestic help and food consumcd in home are
considered as costs of maintenance.

Clothing, education, medical treatment, vacations and

&
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transportation are not considered as costs of mainte-
nance. A

Surviving Spouse Status

(1) Same tax rate as a joint return.

(2) Available to an eligible survivor for only two
next succeeding tax years follow:ng death of spouse.

(3) Exemption for deceased spouse cannot be
claimed by survivor.
Requirements

(1) One spouse must have died within the two pre-
ceding tax years.

(2) Must have been entitled to file jointly for year of
death.

(3) Survivor must not have remarried.

(4) Survivor must have a child or stepchild who
qualifies as a dependent.

(5) Survivor must furnish 50% of the cost of main-
taining a home which is principal abode of such de-
pendent.

Note. Survmng spouse filing status cannot be used 1f
taxpayer remarries before the end of his tax year or if
the taxpayer or his spouse was a nonresident alien.

When and Where to File

When to file

15 April filing date—normal calendar year taxpayer

15 June if taxpayer 1s outside U.S.A. or Puerto Rico
on 15 April

Interest at 9% per annum due from 15 April to filing
date.

Extension by filing Form 4868 (Application for Au-
tomatic Extension) Combat zone servide or hospitaliza-
tion—180 days after leaving combat zone or hospital
outside U.S.A.

Missing persons postponement-—earlier of the 15th
day of th third month in which he ceased to be-absent

r on the 15th day of the third month following the
month 1n°which an executor, administrator, or conserva-
tor of the taxpayer’s estate 1s appointed.

Where to file

Military personnel—Appropnatc Internal Revenue
Service Ccnter

Statute of Limitations

(a) General rule—3 years after due date or filing
date whichever is later

(b) 25% understatement of income—6 years

{c) Fraud—no statute

Penalties

Failure to pay tax—2 % per month up to a maxi-
mum of 25%

Delinquency—5% per month up to a maximum of
25%

Negligence—5% of any underpayment

Fraud—50%

Note: Voluntary late filing may result in Delinquency

penalty —Maximum 25%. However, failure to file dis-
covery by IRS can result in criminal and civil fraud.

Declaration of Estimated Tax

Penalty—9% per annum broken down into quarterly
mstallments

Due Date—15 April, (15 June if outside U.S, on 15
April)

Installment Dates—15 April, 15 June, 15 September,
and 15 Jan. (note filing and payment by 31 Jan. negates
15 Jan. instaliment)

Alternative—Compute tax due and have pro-rata
amount withheld each pay day.

.
Quizzes for Chapter 1

Yes—No Quiz

Check spplicable box to show if the taxpayer must
file a tax return in each case study that follows. You
may use the summary schedule to help you answer.

A. Tax year 1975—Single taxpayer, age 20, a college
student, $2,000 earned wages, né unearned -income.
O Yes O No

B. Tax year 1975—Single taxpayer, age 28, $1,100
self-employment income, wage income $550.
O Yes O No

C. Tax year 1975—Married couple, husband over 65,
Social Security income of $800, wage income of

$4,200.

O Yes O No

D. Tax year 1975—Married couple both under 65,
wages $5.900.

O Yes O No

E. Tax year 1975—Married couple both under 65,
bank interest $250, wages of $2,500.
O Yes O Neo

F. Tax year 1975—Single, age 17, high school stu-
dent, $380 income from delivering newspapers,
$600 in wages, $20 bank interest, dependent upon
parents.

[J Yes 0O No )

G. Tax year 1975—Married couple, husband over 65,
wife under 65, Social Security income $965, wage
income $2,900, jointly owned dividend income
$550; interest income $125..

O Yes O No

H. Tax year 1975—Married taxpayer filing separately,
age 21, $700 wages, $97 in dividends.
O Yes ] No

I Tax year 1975—Single taxpayer age 67, dividend
income $950, wages $1,400, interest income $220,
and tip income of $250. - .

O Yes O No
True—False Quiz

Indicate whether each of the following statements is
true or false by inserting “X” in the appropriate box.
1. Every citizen of. the United States must file a re-
turn if his gross income is $750 or more.
O True (O False

lo




2.

3.

7 s

If a single taxpayer’s deduction exceeds his gross
income of $2,700 he is not required to file a return.
{3 True (O False

A college student worked as a handy man during
the summer vacation and (earned $2,200. He had
no other income. His employer, however, wad un-
able to pay the student’s wages. In lLeu of Wages,
the student accepted an automobile offered by the
employer, which had a fair-market value of $1,350
at that time. The student 1s required to file a re-
turn because he actually earned $2,200.

{3 True (O False

4. A husband and wife who are not living together

{0 True (O False

5. Sue, Jim's wife, died during the early part of the’
year. Sue had income from wages in the amount of
$300 for the taxable period from which $36 in tax
had been withheld. She had no other income. Jim
remarried before the close of the year and his
present spouse had no income A return is net
required to be filed for Sue.

3 True {3 False

6. Assume the facts in question 5—Jim may file a
joint return with Sue for the year to avail himself
of her exemption, $750, because it 1s in excess of
her wages, $300.

{7 True {7 False ’

7. A 17 year old student received $900 in dividends
and purchased a used car, Since he 1s under age 19
and receives more than one half of his support
from his parents, he 1s not required to file a return.

| {0 True ] False

8. A husband and wife must be consistent in their
choice of separate returns. If one spouse itemized
deductions the other spouse must also itemize de-
ductions. "
3.True [ False o

9. Citizens of the United States who are residing in a
foreign countfy, or traveling 1n a foreign country
on the due date of their returns are automatically
entitied to an extension of time, for filing their
returns, not to exceed 6 months. ,

[J True [T False

10. Bob filed a timely return for the calendar year
1972 on | April 1973. The statute of limitation
would normally expire on | April 1976.

[J True {3 False-
. p
Muitiple Choice Quiz - -

but are not legally separated under a decree of
divorce or separate maintenance on the last day
of the taxable year may file a joint return.

Dlrecnons——Clrclc the appropriate letter to select

the best answer to each of the following Questions.

Q

ERIC

Aruitoxt provided by Eic:

Iy

The test te be applied in determining whether a
return of income must be filed by a person residing
in the United States is based on

A. gross income.

B. adjusted gross income.

C. a single individual xthh gross income of
$3,000.

D. net profits. .

E. gross receipts. .

to

5.

-

«

All of the following must file a return of income

EXCEPT
A. a minor attending school who earned $3,000

during vacations.

B. a single individual with tax liability of §1,200
whose employer withheld taxes of $1,250 on
his salary.

C. a single individual with gross income of
$3,000 but who has deductions of $3,500.

D. asingle individual 71 years of age with gross
income of $2,600.

E. a United States citizen residing in France
whose salary was $20,000.

H has gross income of $4,000 and deduction of

$500. His wife, W, has gross income of $500 from

which $50 has been withheld by her employer.

They may file as follows:

A. A joint return not including W’s income and
deductions.

B. A joint return not including W’s income and
deduction with W also filing a sepatate return
to receive a refund on taxes withheld by her
employer.

C. A joint return including the income and de-
ductions of both.

D. A joint return including the income and de-
ductions of both with W also filing a separate
return to receive a refund on the taxes with-’
held by her employer.

E. Any of the above. . .
H became a widower in January and remarried in
December of the same year. Neither his deceased
wife nor his present wife had any gross income. In
filing his return for the same year H
. may file a joint return with his deceased wife.
may file a joint return with his Jpresent wife.
must file a separate return.

. may file a’joint return with his deceased wife
for a one month period, a separate return for
10 months, and a joint return with his present
wife for one month, each of the short periods

. subject to annualized computatlon

E. may file as in D above not subject to annual-
ized computation.

A joint return would be advantageous in all of the

following EXCEPT -

A. when one spouse has a large amount of gross
income and the other a nominal amount.

B. when both spouses have a modest income,
but one spouse has a heavy medical expense
and the other has none.

C. when one spouse has deductions in excess of
gross income.

D. when one spouse has made contributions in
excess of the allowable limitation and the
other has not used up his maximum’ allow-
able deduction. .

E. when gross income of one spouse is less than
$750.

onwW>

6. All but one of the following statements concerning

the period of limitations with respect to assessment
and collection of income tax are correct. Select the
EXCEPTION.
A. There is no limitation period, if no return is
filed.

. L




B. If an individual omits from his gross income
an amount greater than 25% of the gross
income stated on his return, the period of
limitation expires 6 years from Jate of
flling.

C. It an individual files a, false or traudulent .

return with intent to evade taxes, there is
no limitation period.

D. If an individual who files his return on a
calendar year basis files his return on 30
January, the limitation period is 3 years
after that date.

5 Question—-Answer Quiz -

1.

ERIC

Aruitoxt provided by Eic:

State whether a United States income tax return is
required to be filed by a United States citizen
under the following set of circumstances.

a. Chester Bradley accepted a*discharge from thes
Air Force in Japan, on 15 January. He was
unemployed for three months,*then earned
$2,400 as a clerk in the Air-Force Exchange.
On I Oct. he reenlisted as a Staff Sergeant in
the Air Force.

b. William Brown, a former Army sergeant over

' 65 years of age on 31 Dec. of the taxable year,
carned $1,900 from employment by the Euro-
pean Exchange Systems in jts PX in Florence,
Italy.

¢. Oscar Mills, former Army machinist, 63 years
of age, conducted his own lathing business at
Vienna, Virginia. His gross income derived
from capital as well as personal services was

$595 for the taxable year and his net income
was $410.

2. Bobby Barr, the 19-year-old son of Captain Barr,

who 15 stationed at Rome, Italy, was a full-time

student at Columbia University. ‘He visited his

father in Rome and, while there, earned $480 for

part time work on which U.S. income tax was

withheld. .

a. Must Bobby file a United States income tax
return? i

b. May he obtain a refund of the U.S. income tax
withheld from his earnings? If so, how?

- With what office should the following taxpayers file

their United States income tax returns, if tax is due

with the returns— . !

a. A taxpayer whose actual and legal residence s
in St. Paul, Minn.

b. An officer of the United States Army on duty
in Spain and having his legal residence in
Georgia.

¢. A civilian employee of the United States Air
Force in Japan, who has no legal residence or
principal place of business in the United States.

- Aunt Rebecca, the relative of Bill Edwards, a U.S.

soldier, stationed in Heidelberg, Germany, spent

the entire year in Edwards’ home because of the

illness of his wife. She had dividend income of

more than $750 from a stateside source.

a. Is she required to file a U.S. income tax return?

b. Assuming in the above situation that her only
income was from Social Security benefits,
would she be required to file a U.S. income tax

- - -return? >




Chapter 2. Exemptions

Introduction

This chapter deals with personal exemptions and de-
pendency exemptibns. Although it s true that, in mili-
tary parlance, a wife is a dependent, it is most impor-
tant to recognize that, for income tax purposes, a wife
may be an exemption but never a dependent. You will
notice that five dependency tests must be met before
exemptions for dependents may be claimed. There are,
however, special relief provisions applicable to claiming
dependent children which do not apply’to other relatives.

Objectives

Participants should be able to explain the following
concepts:-

(1) All situauons involving personal and dependency
exemptions

(2) The correct procedure for preparing-Form 1040
and Form 1040A
Applicable forms for this chapter include.

Form No. .
2120 Multiple Support Declaration.

Personal Exemption

Every taxpayer is entitled to a personal exemp-
tion of $750 in filing a Federal Income Tax Return. In
addition, the taxpayer may be entitled to extra exemp-
tions for age, blindness, spouse, and dependents.

Credit

In addition to the $750 personal exemption,”a $30
tax credit is allowed for each personal exemption that
a taxpayer can claim. However, there are no credits for
the additional exemptions for taxpayers who. are %5 or
over or blind. The credit is available only for taXable
years ending in 1975.

*

Exemption for Age

An additional $750 exemption is allowed a taxpayer
who 15 65 or older by the last day of the tax year A
person 1s considered to be 65 on the day before his 65th
birthday. .

" Exemption for Blindness

An additional $750 exemption is allowed a tax
if he 15 blind on the last day of the tax year. A per§eh is
considered to be blind if the central visual acuity does
not exceed 20,200 in the better eye with cofrecting
lenses, or the widest diameter of the wvisual field sub-,
tends an angle no greater than 20 degrees. If a tax-
payer 1s totally blind, a statement to tiis effect must
be attached to the return. If the taxpayer is pamally

blind, a statement from a qualified physician or regis-

tered optometrist must be attached to the return venfy
ing that the taxpayer's vision is not greater than de-
scribed above. If partial blindness will never improve

1
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beyond the above standards, the taxpayer should attach
to the return a certified opinion to this effect from a
physician skilled in diseases of the eye. In future years,
only a statement referring to this opinion need be
attached.

Exemption for Wife or Husband

A married taxpayer filing a joint return may claim an
exemption for his or her spouse. The exemptions for
age and blindness also apply for both spouses, but they
are not allowed for a'dependent. (Note that when ﬁlmg
jointly all taxable income of both spouses must be in-
cluded on the return).

Example. Assume husband and wife file a joint re-
turn and have no children or other dependents.

(1) If both weYe under 65 and neither was blind, they
would be entitled to two exemptions.

(2) If both were under 65 and one was blind, they
would be entitled to three-exemptions.

(3) If both were over 65 and blind they would be
entitled to six exemptions.

If a separate return is filed by a married taxpayer, an
exemption for the spouse may be claimed only if such
spous¢ has no income and is not the dependent of
another taxpayer. If both husband and wife file separate
returns, neither may claim an exemption for the other.

Example. Husband and wife each filed separate re-
turns. The wife earned $300 from which $40 income
tax was withheld. She received a refund of $40 on her
return. The husband cannot claim her as an exemption
on.his return even though her income was less than
$750.

There is an important distinction between an exemp-
tion and a dependent. The rules for claiming depend-
ency exemptions do not apply to personal exemption of
spouses. For instance, even though the taxpayer did not
marry until December 31 (s wife being supported by
her father untd then) he still is entitled to file a joint
return and claim her as an exemption. As we shall see
in the next section, the wife's father could not claim her
as-a dependent under these circumstances.

If the taxpayer’s wife died during the year, he may
still claim her exemptions if he hy not remamed by the
end of the year. If a taxpayer "i$' divorced or legally
separated from his wife at the end shis tax year, he
may, neither claim an exemption for her nor file a joint

return with her. -

Exemption for Nonresident Alien Spouse

A United States citizen may claln)é‘an exemption for a
nonresident alien spouse if the alien spouse has no
income from Wnited States sourcés and is not the de-
pendent of another taxpayer. Thg exemptions for age
(being 65 or more) and blindness are allowed in the
case of the nonresident alien spouse exemption.

4 3

Exemptions for* Dependents

The taxpayer is allowed an exemption of $750 for each
person who qualifies as a dependent of the taxpayer.

13
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However, no additional exemptions are allowed for the
age or blindness of a dependent. If the dependent was
born or died during the year, a full $750 exemption is
allowed if the dependency tests are met for the part of
the year in which the dependent lived.

To obtain this $750 dependency exemption each of
the following five separate tests must be met.

(1) Support Test -

(2) Gross Income Test

(3) Meruber of Household or Relationship Test

(4) Citizenship Test =

(5) Joint Return Test

See Appendix C for step-by-step procedures for
applying these tests.

Support Test

The taxpayer must furnish over half of the total
support of the dependent during the calendar year. In
determining whether an individual has received over
half of the support from the taxpayer, compare the
amount of the support provided by the taxpayer with
the entire amount of support which the individual re-
ceived from other sources This includes tax-exempt
income and savings which are used for the support of
the dependent Items not to be considered when deter-
mining total support are scholarships, automobile pur-
chases, life insurance premiums, and Federal, state and
local income tax payments.

Total support is generally the total expenditures in-
curred in furnishing food, shelter (at its fair rental
value), clothing, education, medical and dental care,
recreation, transportation, and other similar necessities.

Misceilaneous Support information

(1) Amounts paid to others as child care or disabled
dependent care to enable the taxpayer to be gainfully
employed may be included as part of total support, even
though such amounts are deductible as itemized deduc-
tions. ;

(2) Social Security benefit payments made to a child
of a disabled parent 'must be considered as furnished
by the child in determining who furnished more than
one-half of the child’s support.

(3) Amounts received as a scholarship for study at
.an educationalginstitution by the taxpayer’s child, step-
child or legally adopted child who is a student are not

‘taken into_account in determining total support.

Example: Taxpayer's son receives a scholarship val-
ued at $1,000. In the same year the taxpayer provides
the son’s only other support of $800. The taxpayer may
claim the son as a dependent as the $1,000 is not
counted in determining total support.

(4) Anappointment to any Armed Services academy
is not a scholarship. In fact, a relative in an Armed
Service academy may not be claimed as a dependent :f
this person is there for a full year. Nor may a relative
in the Armed Services be claimed as a dependent. Such
person is supported by the Armed Services or self
supported, whether an officer, enlisted man, cadet, or
midshipman. If such relative is in the Armed Services
or one of the academies for only part of the year, such
person may be ciaimed as an exemption if all the five
dependency tests are mei. However, the amount of com-
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pensation and allowances received by the relative from
the Armed Forces and used for this relative’s support
must Be taken into account. This is true of cadets and
midshipmen also, since such appointments do not
constitute scholarship awards. ,

(5) Tax-exempt income (social security, armed
forces family allotments, nontaxable pensions, etc.) and
savings which are used for the support of a dependent
must be included in computing total support to deter-
mine whether the taxpayer furnished more than half of
such total support.

(6) The part of a dependency allotment contributed
by the Government, as well as the part withheld from
the pay of service personnel, is considered furnished
by that person in determining whether this person fur-
nishes over half the support of a dependent. If the
allotment is used to support dependents other than those
from whom the allotment is authorized, an exemption
may be claimed for those other dependents if they
otherwise qualify.

Example: Taxpayer is in the Armed Forces and
authorized a dependency allotment for his widowed
mother, who used the amount received for the support
of herself and his younger sister. He provides no other
funds for their support. If more than half of their
support is provided by the allotment, the taxpayer may
claim exemptions for both his mother and his sister,
even though the allotment was authonzed for only his
mother.

Caution: A taxpayer should keep careful records of
the amounts spent for the support of dependents, partic-
ularly if the taxpayer is divorced or legally separated
because the amount of support furnished to any of the
taxpayer's children not living with the taxpayer during
the year as well as the amount of support furnished
other dependents must be entered on the tax return.

.

Muitiple Support Agreement

In one exceptional situation the taxpayer may claim a
dependency exemption even though the taxpayer did
not provide over half of the dependent's support. When
two or more persons together support another indivi-
dual for the calendar year, one of the contributing
group may take the deduction jf:

(1) No one person contributed more than half the
dependent’s support, and

(2) Each member of the group, were 1t not for the
support test, would have been entitled to the depend-
ency exemption, and

« (3) The member of the group claiming the deduction
gave more than 10% of the dependent’s support, and

(4) Each™member of the group, except the person
claiming the exemption, files a Form 2120 indicating
that they will not claim the same exemption in the
same calendar year. The Form 2120 must be attached
to the return of the individual claiming the dependent.

Support Test in Case of Child
of Divorced Parents

Generally, if—

(1) A child receives over half of his support dur-
ing the year from the child’s parents who are
divorced or legally separated and

1y



(2) Such child 1s in the custody of one or both
parents for midre than half of that year.

Then—

Such child shall be treated as receiving over half of
his support from the parent having custody for the
greater portion of the year

Unless—

(1) The decree of divorce or separate maintenance
provides that the parent not having custody shall
be entitled to the.deduction for the child and such
parent provides at least $600 for support

OR

(2) The parent not having custody. provides $1,200
or more (or if there is more than one such child,
$1,200 or more for all of such children), and the

- parent having custody does not clearly establish
that he (or she) provides more for the support of
such chiid.

If the divorced parent having custody is remarried
and his or her new spouse provides support for the
child, and the parent and the new spouse file a joint
return, then the support contributed by the new spouse
will be considered to have been contributed by the
divorced parent and be added to his or her support for
purposes of this test.

Chart 3 1n Appendix C provides a step-by-step proce-
dure in applying the support test for a child of divorced
parents.

-

Gross Income Test

The dependent’s gross income for the calendar year
must be less than $750 unless the dependent is the
taxpayer's child and (a) is a student, or (b) has not
reached age 19 by the close of the calendar year.

A “student” 1s defined as one, who during some part
of any five calendar months of the taxable year, is in
full-time attendance at.an educational institution.

For tax purposes, the term child includes the taxpay-
er’s son, daughter, stepchild, legally adopted child, a
child placed by an authorized agency in the taxpayer's
home for legal adoption, or a foster child.

Example. Taxpayer's 23-year-old son earned $750
during the calendar year while he ‘was a full-time stu-
dent. His 18-year-old daughter earned $800 during the
year. The taxpayer provided over half the support for
both children. The taxpayer is entitled to a dependency
exemption of $750 for each child, even though the
children will file their own returns and also claim their
own exemptions.

In making the gross income test, the gross receipts
from rental property is considered as gross income with-
out reduction for taxes, repairs, etc.

Member of Household or Relationship Test

To be claimed as a dependent a person must either be
(1) a member of the taxpayer’s household and live with
the taxpayer for the entire year, or (2) related ‘to the
taxpayer.

An individual 1s not a member of the household if at

any time during the tax year the relationship between
the taxpayer and the individual violates local law.

A relative for this purpose includes a taxpayer’s chil-
dren, grandchildren, great grandchildren, stepchildren,
brother, sister, parents, grandparents, stepmother or
father, a brother or sister of the taxpayer’s father or
mother, nieces, nephews and his in-laws. Once any of
these relationships are established by marriage they are
not terminated by death or divorce.

Dependency deduction for foster children—A foster
child is considered to be your child if your home is the
child’s principal place of abode and the child is a
member of your household for the entire year. Thus,
for example, you may claim a dependency exemption
for your foster child even though he has $750 or more
gross income for 1975 (if the child is under 19 years
old or is a student), provided he is a member of your
household and you furnish more than half of his sup-
port for the year.

Citizenship Test

An individual who is not a United States citizen or
national will not qualify as a dependent unless (1) a
resident of either the United States, Canada, Mexico,
Canal Zone, or the Republic of Panama at some time
during the calendar year in which the taxable year of
the taxpayer begins, or (2) legally adopted by a citizen
taxpayer and for the taxable year of the taxpayer has
the principal place of abode in and as a member of the
citizen taxpayer’s houschold.

A child born to or legally adopted by a taxpayer in
the Philippine Islands before .1 January 1956 may be
claimed as a dependent if the taxpayer was a member of
the Armed Forces of the United States at the time the
child was born or adopted and the child is a resident of
the Republic of the Philippines during the taxable year.

A child born in a foreign country, whose mother is
a nonresident alien and whose father is a U.S. citizen,
is a U.S. citizen and qualifies as a dependent provided
the other dependency tests are met.

Joint Return Test

A taxpayer is not allowed an exemption for the
dependent if he or she files a joint return.

Example: Taxpayer supported his daughter for the
entire year while her husband was in college and work-
ing. She and her husband filed a joint return. Even
though taxpayer meets all the other tests, the daughter
may not be claimed as a dependent because she filed a
joint return.

Note: There 1s one exception to this rule. A depend-
ency exemption, otherwise allowable, will not be dis-
allowed if a joint return is filed by the dependent and
his or her spouse merely as a claim for a refund and if
no tax hability exists for either spouse on the basis of
separate returns.

Summary
Personal Exemptions—$750
Separate Returns Filed by Husband

Husband can claim wife only if she has no U.S. in-
come and 1s not the dependent of another (military
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man’s wife who is supported by her father cannot be
claimed by the military man if he files a separate
return).

Distinction Between Exemption and Dependent
(Wife v. Relative)

Exemptions for Dependents—$750
(is not prorated)

Note. No additional exemptions are allowable for _

dependents who are 65 or blind.
Death of dependent during the year has no effect on
the exemption. .

Dependency Tests

Five deperidency tests' Support, gross income, mem-
ber of houschold or relationship, citizenship, joint
return.

Support Test—

(1) Furnish over 50% support dunng calendar year
(2) Scholarships are not considered in determinin

total support ’
(3) Items considered as support:

Food Medical care
Shelter Recreation
Clothing Child care
Transportation Education

Child support (but not alimony)

Note: Armed Forces academy appointees who are
there for the entire year are not dependents. However,.
if appointees for only part of year they may be depend-
ents if other tests are met.

Relatives in the Armed Forces are not dependents of
anyone.

Total dependency allotments and B.A.Q. allotments
are considered as support provided by military person-
nel (both his pay and that paid by the Government). If
such aflotment is used to support another relative the
military man may also claim dependency for such other
rclgtive—all other tests being met.

Multiple Support Declaration—See Form 2120.

Gross Income Test

Must be less than $750 unless
(1) Child 1s-under 19 at the end of year, or
(2) Full-time student.

Member of Household or Relationship Test

(1) Must be member for entire year (including foster
children), or

(2) must be related (children, grandchildren, great
grandchildren, parents, grandparents, stepchild, brother,
sister, stepmother or father, brother or sister of father
or mother, nicces, nephews and in-laws).

Citizenship Test -

(1) Must be citizen or national of the U.S., or
(2) resident of U S., Canada, Mexico, Canal Zone, or
Panama at some time during the year, or
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(3) legally adopted by a citizen and 1s a member
of the household of such citizen for the entire year and
the pnncipal place of abode 1s such citizen’s household.

Joint Return Test

_Taxpayer cannot claim dependent if such dependent
files a joint return.

Quizzes for Chapter 2

Question—Answer Quiz

1. What are the income tax exemptions granted to an
individual United States citizen taxpayer under 65
and not blind.

a. who files a separate retumn?
b. who files a joint return with his spouse?

2. What proof of blindness is reql;ircd? -

3., Give the five general tests which must be satisfied
to entitle the taxpayer to an exemption for a de-
pendent.

4. a. Is the éxemption for a dependent ever allowed
for an individual who has $750 or more gross
income?

b. If so, give the circumstances.

5. Is the requirement for citizenship or residence of a
dependent ever waived? If so, please explain in
detail.

6. What expenditures are included in the term “sup-
port”?

7. Is the amount of a Class “Q” allotment properly
considered to be a support payment by the member
of the Armed Forces who makes the allotment?

8. Is a spouse ever considered to be a dependent?
Why?

9. The wife of Colonel Briggs 1s a Greek citizen. Her
sister lived in the Briggs’ home 1n Athens, Greece,
for the entire taxable year and Colonel Briggs sup-
plied more than 50% of her total support.

a. May Colonel Briggs claim his sister-in-law as a
dependent?

b. What would be your answer to (a) if the
sister-in-law were a Canadian?

10. Jane Farley lived 1n her father's home in Indianap-

olis, Indiana, for the entire taxable year. Her father .

supplied more than 50% of her total support, how-

ever, her husband, an army private on duty abroad,

filed a joint return with his wife.

a, May Jane's father claim her as a dependent on
his return? . .

b. Had Jane’s husband filed a scparate return,
would he have been entitled to claim her as an
exemption if her father, who supplied more
than 50% of her support, also had claimed her
on his return?

1. The 19-year-old son and the 17-year-old daughter
of Major Albeer were full time students who lived




at honte and attended the Munich branch of Mary-
land University. During vacation, the son earned
$800, $500 of which he invested in common stocks
which he planned to hold for long-term growth.
The daughter earned $100 which she used to buy
clothes for her own use. Major Albeer paid more
than 50¢% of the total support of the children Is
Major Albeer entitled to dependency exemptions
for both of his children? If not, explain.

12. Colonel Howard, a native of Miami, Florida, owns
and maintains a small house there which 1s used as
the home of Mrs. Howard's parents. The parents
have no other income except Social Security bene-
fits, but do receive spme amounts from another
son, Andrew, and a d?ughtcr, Bettsy. Andrew and
Bettsy signed written agreements that they would
not claim their parents as“dependents. The Social
Secunity benefits amounted to less than%b2 of Mrs.
Howard’s parents’ total support.

a. Is Colonel Howafd entitled to claim Mirs.

Howard’s parents as dependénts on his joint
U.S. income tax return? .

b. Suppose the home had a fair rental value of
$200 per month, and that Andrew and Bettsy
contributed $2,000 each to the support of their
parents, who would be entitled to claim the
parents as dependents?

¢

13. The wife of Captain Thompson is a native of
Izmur, Turkey, and she has never visited the United
Statesg
a. Is Captain Thompson entitled to an exemp-

tion for his wife on his U.S. income tax return?
b. Assuming Mrs. Thompson earned $2,000 as a
secretary for a United Nations Mission to Tur-
key, would your answer to question “a” remain

7, the same?

c. May Captain and Mrs. Thompson file a joint
return under either “a” or “b?

14. Warrant Officer Jones is unmarried and has lived
abroad for many years. His mother, a widow, lives
with another widow, a life-long friend, who owns
and maintains the house 1 which they live. W/O
Jones contributed $1,200 to his mother’s support.
His marmned sister contnibuted $500 in cash and
clothing valued at $150 to thexr mother's support.
If the fair rental value of the quarters supplied by
the friend was $1,200 (a) who may claim an ex-
emption for the mother? and (b) is a multiple
support agreement necessary? (c) If so, by whom
should it be signed?

Support Test Problem

Facts

Bill and Nancy Coslow were separated under a writ-
ten separation agreement in 1965. The written sepa-
ration agreement provided that Bill would pay $300 per
month for the support of Nancy and $75 per month for
the support of their child. As proviaed in the agree-
nent, Nancy had custody of the child for the entire
year 1975. : ”

Assumption No. | (based on the above Separation
agreement) <

&

During 1975 Bill paid the $3,600 for the support of
Nancy and $900 for the support of the child. Nancy
spent $1,700 for the total support of the child: Bill and
Nancy did not file a jomnt return for 1975.

Who is entitled to the child's exemption for 19757—

Assumption No. 2 ¢

Assume the same facts as in Assumption No. I,
except that on January 1, 1975, Bill and Nancy entered
into a written agreement which stated that Bill would be
entitled to the child’s exemption on his tax return.

Who is entitled to the child’s exemption for 1975?2—

Assumption No. 3

During 1975 Bill paid the $3,600 for the support of
Nancy and $900 for the support of the child. In addi-
tion, he had custody of the child for seven months
during the year. During this seven month period he
provided '$1,000 toward the child's support. The total
support (provided by both parents) of the child was
$4,000 for the year. .

Who 1s entitled to the child's exemption for 19757—

¥ ~

Return Preparation Problem

Prepare Form 1040A, using information below.
(Compute balance of tax due or overpayment)
Joseph P. Brown, E7, U.S. Army, unmarried

v

Permanent Home Address:

2000 Main Street
Rockville, Maryland 20850
I»"Iontgomery County

Social ‘Security Number: 452-22:6389
Filed previous year’s return from same address

Salary: U.S.,.Army ;
(Tax Withheld $816.00)
Dividends, X Corp. ..ccoveinmmininininss . 62
Interest, National Bank
(savings acct.)




Tax Computation Problems

©

Complete the tax for the taxpayers in the filing situations below (not able to itemize)
Use Optional Tax Tables which show the tax before the $30 credit for 1975.

Adjusted Gross Income . Filing Status ' Income Tax
(a) $ 9,200.00 Married, filing jointly
Two childr.en
®  6,803,00 Single
(c) 7,322.00 - Married, filing jointly o
(d) 8,733.00 Husband 66; wife 60 and blind .

Husband filing separately
Spouse not filing—no income
Two dependent children 1
One child, blind g

(¢) °6,378.00 Taxpayer, age 65 '
One dependent child
Head of household |

() 11,112.00 Married, filing jointly  ~ '
Three dependent children

. (@) 12,126.00 Married, filing separately, two dependent
" children, spouse also filing !

(h) 13,202.00 Single

\ <

|
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Chapter 3. Gross Income

Introduction

You learned i1n Chapter I that the liability of a tax-
payer for filing a return is determined by the amount of
his “gross income.” Determination of *'gross income” 18
the first step in the computation of an income tax
liability. This chapter deals first with those items of
income which are specifically taxable to the Armed
Servicemen (various types of military pay) and then to
other types of taxable income which apply to all taxpay-
ers (dividends, interest, etc.). When reference is made
to a particular part of Form 1040 or Form 1040A, look
at the Form. In this way you will become familiar with
the returns. '

Objectives

Participants should be able to explain the following
concepts: ’

(1) The different types of income to be reported,
e.g., military pay and other income; and where such
stems are reflected on Form 1040 or Form 1040A.

(2) The law and practical application of For;n 1040.

(a) Supplemental income, Schedule E -
(b) Capital gains and losses, Schedule D
Applicable forms for this chapter include.

Form No.

Schedules A & B, Itemized Deductions and Dividend
and Interest Income

Schedules E & R, Supplemental Income Schedule and
Retirement Income Credit Computation

Schedule D, Capital Gains and Losses

2350 Application for Extension of Time for Filing U.S.
Income Tax Return
(U.S. Citizen Abroad Expecting Exempt Income)

2119 Sale or Exchange of Personal Residence

4798 Capital Loss Carryover

Income Defined

“Income” has been defined as the gain derived from
capital, from labor, or from both combined provided it
is understood to include profit gained through a sale or
conversion of capital assets.

Since income is not present unless there is a gain, you
can see that a mere return of capital is not included in
gross income. For example, the total of money and
other property received from a sale of property is not
includible in gross income except to the extent that the
total amount received exceeds the adjusted basis of the
property. In other words, only the gain on the sale-is a
part of gross income. '

Form of Income . -

Gross income includes income realized in any form,
whether in money, propeitys-or services. Income may
be realized in the form of services, meals, accommoda-
tions, notes, stock or other property, or the right to re-
cewve property, as well as cash. Income received in
forms other than cash must be included at fair market
value. However, income must be “realized” before it can

be taxed. For example, gross income does not include
(1) the unrealized increase in value of property owned
by the taxpayer, (2) the rental value of one's own home,
(3) the value of the wife’s services in the home or (4)
the value of livestock and products raised on the farm
and consumed by a farmer and his family.

Military Taxable Wages Subject to
Withholding and Reported on Form W-2

Basic Pay

Monthly basic pay 1s prescribed for each pay grade
according to cumulative years of creditable service of
the member.

Incentive Pay

(1) Aviation—Pay for the performance of duty in-
volving frequent and regular participation in aerial
flights.

(2) Parachute—Pay to members holding a para-
chute rating when required to engage in parachute
jumping from an aircraft in aerial flight.

(3) Demolition—Pay for demolition duty when
member performs such duty as a primary assignment.,

(4) Leprosy—Pay for duty involving intimate con-
tact with persons afflicted with leprosy.

(5) Human acceleration or deceleration—Duty as a
human acceleration or deceleration experimental sub-
ject.

(6) Experimental Pressure Chamber Duty—Duty
within a pressurer chamber during stress experiments
(either as human test subjects or research technicians).

(7) Thermal stress—Duty as a human test subject in
thermal stress experiments.

Special Pay

(1) Foreign Duty Pay—Applicable to enlisted mem-
bers only. Pay for duty at designated places outside the
fifty states and the District of Columbia.

(2) Sea Duty—Pay for duty performed on a vessel
pursuant to orders of competent authority, other than
when the’ vessel is restricted to service in the inland
waters of the United States. .

(3) Diving—Pay for duty while engaged in diving
operations. .

(4) Medical and Dental—Pay to certain medical and
dental officers entering on active duty.

(5) Veterinary—Pay to certain Veterinary Corps
officers.

(6) Proficiency Pay—Pay to enlisted members who
have been designated as possessing special proficiency
in a military skill. ’ '

Lump-Sum Payment for Accrued Leave

A member of the Armed Forces separated under
" honorable conditions, who is not required to carry leave
forward, will be compensated for a maximum of 60
days accrued leave standing to his credit at time of
separation, based on the following pay and allowances.

19
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(1) Officers—Basic pay and basic allowances for
quarters apd subsistence applicable on date of separa-
tion.

(2) Enlisted members—Basic pay applicable to such
members on date of separation plus a subsistence allow-
ance at the rate of $0.70 per day for all enlisted grades
and a quarters allowance at the rate of $1.25 per day
for enhisted persons in pay grade E-5, having depend-
ents at the time of separation. The maximum being
$6.48 recerved by enlisted persons in pay grade E-9.

Note: Only the amount of accrued leave payment
that represents basic pay is considered taxable wages
subject to withholding and reporting in Form W-2.

Reenlistment Bonus o

A member who reenlists in_the Regular Army within
3 months after the date of his discharge or release from
active duty is entitled to a bonus computed on the basis
of the number of the reenlistment (first, second, third,
fourth, etc.) and the monthly basic pay to which the
member was entitled or a specific amount for each
enlistment period.

Severance Pay

Each Regular Army officer removed from the activer
list and honorably discharged will usually be paid sever-
ance pay If on the date of removal he 1s not eligible for
voluntary retirement under any provision of the law.
Severance pay 1s computed by multiplying 1 or 2
month’s basic pay at rate applicable on date of removal
by the number of years of active Federal commissioned
service (but not over 12). Maximum payable is 1 or 2
year’s basic pay or $15,000 whichever 1s less.

Readjustment Pay

A Reserve member who 1s involuntarily separated
from the active service and who has completed, immedi-
ately prior to such separation at least 5 years of continu-
ous active'duty, is entitled to’a lump-sum readjustment
payment Member will receive 2 months' basic pay 1n the
grade in which serving at the time of separation, multi-
plied by the number of years of active Federal service
(but not over 18), not to exceed 2 years' basic pay or
$15,000 whichever 1s less. There are two exceptions.
Readjustment pay equals one-half of 1 month's pay
multiplied by the years of active service, if the member
is separated—

(1) Because his performance of duty falls below
standards prescribed by the Secretary of the Army, or

2) Because his retention is not clearly consistent
with the interests of national security.

Dislocation Allowance

The dislocation allowance (DLA) partially reim-
burses a member with dependents for the expense in-
curred in relocating his household upon a permanent
change of station. The amount of this allowance is
equal to the applicable monthly rate of basic allowance
for quarters of the member.

Therefore, DLA is added to other active ‘duty pay
and is normally taxable.

Aruitoxt provided by Eic:
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The above mentioned items appear on Form 1040,
line 9, or Form 1040A, lihe 9 if this form can be
used.

Notes:

(1) If the taxpayer has W-2s from more than one
emplover or if. in filing a joint return, both taxpayers
have a W-2 form the wages are added together and the
total entered on Form 1040, hine 9 or Form 1040A, line
9.

(2) Attach a copy of all W-2 fotms to the return.

Forms 1040 and 1040A for 1975

Eisther Form 1040 or Form 1040A is used to report
income from wages, salaries, and tips regardless of the
amount. These forms, however, may not be used by
nonresident aliens.

Form 1040A

The gross income of most military persﬁm’el fits
within the framework of Form 1040A. However, see
Chapter 1 for certain restrictions as to the use of Form
1040A.

Form 1040 with Schedules .

Any taxpayer, other than a nonresident alien, may file
this form regardiess of the source of income. If a tax-
payer has income from sources other than salaries or
wages, schedules are provided as follows:

Schedule B, for dividends over $400 or interest over
$400;

Schedule C, for business or self-employment income:

Schedule D, for gains or losses on sales or exchanges of
property:

Schedules E and R, for income from pensions, etc.,
rents, partnerships, estates, small business corpora-
tions, retirement income credit;

Schedule F, for farm income and expenses.

Form 1040X Amended U.S. Individual
Income Tax Return

Form 1040X may be_ used to correct an individual
income tax return for any year filed. While the use of
the form is not mandatory, the Internal Revenue Service
prefers that it be used rather than an amended Form
1040, Form 1040A or Form 843 since the Form is
designed to expedite processing.

Form 1040X can be filed only after filing an original
return Form 1040X must be filed within 3 years from
the date the original return was filed (a return filed
early is considered to have been filed on the due date)
or within 2 years from the time the tax was paid,
whichever is later,

Income From Al Sources
Other Than Wages

Form 1040, lines 10, 11, and 12 are used to report all

other income other than wages, salaries, tips, etc. Refer-
ence 1s made to Schedules B, C, D, E, and F (Form
1040) which represent the total of all other income.
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Aruitoxt provided by Eic:

The breakdown consists of the following items.

Dividends and Interest, Schedule B

Business Income, Schedule C

Capital Gains and Losses, Schedule D

Supplemental Income, Schedule E

Farm Income and Expenses, Schedule F

As you can see you are agamn referred to other parts

of Form 1040 (e.g., Schedules C, D, E, F, etc.). From
the practical standpoiht of preparing a Form 1040
which has “other income” it is imperative, therefore, to
complete all the appropriate Form 1040 schedules and
thetr attachments. When completed, their net results can
easily and correctly be entered on the Form 1040,

Dividends—Schedule B

Dividends are distributions of cash or property by a
corporation to its stockholders. Most distributions are
made out of the earnings of a company and aré taxable
as dividends. Taxable dividends are the. most common
type of dividends and can be assumed to be taxable
unless the paying corporation indicates otherwise.

Nontaxable Distributions (Dividends)

v (1) No Earnings and Profits—Sometimes a company

will make distributions not out of earnings and profits
which are not taxable since they are, rather, a Teturn
to the stockholders of a part or all of their investment
in the corporation. However, this situation is rare.
The taxpayers, in such situations, are well advised
by the companies. .

(2) Stock Dividends—Stock dividends are usually
nontaxable because, while a stockholder now owns more
shares in a corporation, his percentage of ownership
remains the same. For example if XYZ Corporation is
owned by two shareholders, A and B, both of whom
have 100 shares of stock in the corporation and XYZ
Corporation distributes as a dividend a further 5 shares
to each person. A and B now own 105 shares each, but
their percentage of ownership (50%) has not changed
nor has XYZ Corporation enlarged itself in any material
way. (The pie is the same size but cut into more
pieces.) There are several exceptions to a stock dividend
being tax free:

(a) When you have the election to receive cash or
other property in place of stock or stock rights;

(b) When the distribution results in the receipt of
cash or other property by some sharcholders and an
increase 1n the proportionate interests of other share-

olders in the corporation’s assets or earnings and prof-
t¢) When the distribution 1s in convertible pre-
ferred stock and 1t has the same result as in (2), above,

(d) When the distribution results in the receipt of
preferred stock by some common shareholders and
common stock by other common sharcholders, and

te) When the distnibution is with respect to pre-
ferred ;tock (other than an increase in the conversioh
ratio of convertible preferred stock made solely to take
into account a stock dividend or stock sphit with respect
to the stock mto which such convertible preferred stock
is convertible).

s

* Dividend Exclusion

In addition, any transaction having the effect of in-
creasing a shareholder’s proportionate interest in the
corporation's assets or earnings and profits may be taxa-
ble even though no stock or stock rights are actually
distributed.

Basis. In a nontaxable distribution, the basis of your

old stock is allocated between the old and the new
stock.

Dividends on Stock Sold

When stock is sold, dividends declared and paid after
the sale are income to tht purchaser. When the stock is
sold after the declaration, but before payment of the
dividend, the dividend received by the seller is income
to him, because he was the owner of record. The fact
thaf the purchase price may-have been increased in -
contemplation of the next dividend does not exempt the
dividend from tax. The increase in purchase price is
merely part of the purchaser’s price of the stock.

.

Dividends on Insurance Policies

Dividends paid by mutual insurance companies to
policyholders are not true dividends but are in effect a
partial return of the premiums previously paid. They
reduce the cost of the insurance contract and are not
includible in gross income until they exceed the accu-
mutated net premiums paid for the contract. However,
the interest on such dividends is taxable as interest.

Dividends From Mutual Funds

If a taxpayer owns stock in a mutual fund, the divi-
dends he receives which are true dividends (subject to
the dividend exclusion) are the amounts so designated
by the company 1n a wrtten notice mailed to the tax-
payer..The amount which is designated in the notice as
a capital gains dividend should be so reported by the
taxpayer on line 7, Part II, Schedule D of Form 1040.

Dividends From Savings and Loan Associations

For income tax purposes dividends on deposits and
withdrawable accounts from Savings and Loan associa-
trons are not treated as dividend income but rather as
interest income.

-
.

. -
Gross income does not include amounts received by

_an individual as dividends from domestic taxable corpo-

ratjons (called qualifying dividends) to the extent that
the dividends do not exceed $100. Dividends received
from nonqualifying corporations (foreign corporations
and nontaxable domestic corporations) are nonqualify-
ing dividends. :

On a joint return each spouse can exclude, to the
extent received, $100 in qualifying dividends. If the
spouses jointly own stock then the dividend income
should, for exclusion purposes, be split between them. If
one spouse received $160 and the other $70 in ordinary
dividends, the exclusion would be limited to $170 since
one cannot use the other's excess of exclusion over
dividends received.

<
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Chapter 11 in Publication 17 gives the reader a de-

tailed discussion of dividends and other corporate distri-

butions.

Interest—Schedule B

All interest is taxable except excluded interest on
certain State and municipal obligations. Interest on obli-
gations of. the United States is fully taxable. This in-
cludes the interest on tax refunds and U.S. Bonds.

Most taxpayers elect to defer reporting interest on
U.S. Savings Series E Bonds until the bonds are ma-
tured or cashed. However, it is permissible to report the
interest each year by including in income the increase in
redemption value.

Other types of fully taxable interest income include:

(1) Interest on savings and other bank deposiss.

Note: The fair market value of automobile, boat, of
other property received for making long-term deposits
or for opening accounts in savings institutions is
interest and must be reported as income in the vear

., received. .

(2) Interest on notes, mortgages, corporate bonds,
and debentures.

(3) Interest portion of a condemnation award.

(4) Interest on legacies.

(5) Interest on life insurance proceeds held under an
agreement tO pay interest thereon. .

(6) Interest on Veterans Insurance—If the taxpayer

. elects to leave the insurance dividends on deposit with

the Veterans Administration, the interest paid or cred-
ited on the accumulated dividends is includible 1n gross
income Note that it is not the dividends but the interest
on such dividends that js taxable. )

(7) Interest on Armed Forces leave bonds, or on
payments for leave.

(8) Interest received on Soldiers’ De posits when.
withdrawn or made available for payment, whichever is

earlier. .

(9) Interest sometimes called “dividends” received
from Mutual Savings Banks, Cooperative Banks, Credit
Unions, Building and.Loan Associations, and Savings
and Loan Associations. ) )

(10) Foreign sourced interest unless excluded by
Treaty.

Interest is taxable when it is received. The interest o
savings accounts is considered received when it 1s credit-
able to a taxpaver’s account and subject to withdrawal
even though it has not yet been entered in the passbook.

Tax-Exempt Interest

Interest on obligations of a State or a political subdi-
vision thereof is wholly tax-exempt. This includes.-such
bodies as Port Authorities, Toll Road Commussions,
Utility Service Authorities, and other similar bodies cre-
ated for furtherance of public functions. It also includes
State and Municipal Bonds purchased at a discount and
Obligations of the District of Columbia, Puerto Rico,
a possession of the United States, or a political sub-
division thereof.

Capital Gains and Losses—Schedule D

Included in the concept of gross income are gains

”

resulting from dealing in property. Some situations sur-
rounding the receipt of gross income give nse to a
spectal treatment of such income. The special treatment
1s afforded gains and losses resulting from dealings in
property. .

For sales or other dispositions of property, a determi.
nation must” be made as to whether the gain or losd
should be included in or deducted from income 1n the
usual manner—that 15, as ordinary income or loss—ar
whether a special treatment is in order.

For the purpose of this course the term “sale” means
the transfer of property for money only, or for a prom-
ise to pay money, such as a note. An “exchange” is a
transfer of property for other property.

General Rules

A gain from a sale or exchange of property is, gener-
ally, income in the amount of the difference between the
amount realized and the taxpayer’s cost of the property.
This gain is ordinarily taxable whether the property
disposed of is business or nonbusiness.

A loss on the sale or exchange of business property
is. generally, deductible in the amount of the difference
between the taxpayer’s adjusted basis of the property
and the amount realized (sale of rental property). A
loss on the sale or exchange of property held for per-
sonal use is not deductible (sale of a personal resi-
dence). .

The amount of a taxpayer's taxable gain or deductible
loss depends upon the nature of the asset sold or ex~
changeq to produce the gain or loss and the length of
time it was held. Ordinarily, business gains and losses
are usually includible in income or ‘deductible in full,
but capital gains and capital losses are subject to special
rules and limitations.

What Are Capital Assets

All assets which are sold or exchanged have to be
classified as* (1) capital assets, (2) noncapital assets, or
(3) assets which may be treated as either capital or
noncapital depending on the circumstances.

Capital assets are everything an individual owns,
except:

(1) Stock in trade (assets in inventory);

(2) Property held for sale to customers_in the ordi-
nary course of the taxpayer's trade or business;

(3) Notes receivable and accounts receivable;

(4) Depreciable business property;

(5) Real property used in taxpayer’s trade or busi-
ness:

(6) A copvright, aletter or memorandum, a literary,
musical or artistic composition or similar property (but
not a patent or invention) held by the taxpayer who
created it;

(7) Certain short-term government obligations.

Note that stocks, bonds and personal residences can
normally be classified as capital assets.

Computation of Capital Gain or Loss

“Net Long-Term Capital Gain

L N
All capital gains and losses, both long-term (from
sale or exchange of capital assets held over six months)

v
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and short-term (from sale or exchange of capital assets
held six months or less), are initially taken into gross
income at 100%.

If net long-term capital gain exceeds net short-term
capital loss, a deduction of 50% of the excess is
allowed. If there is no net short-term capital loss, the
deduction allowed is 50%% of the net long-term capital
gain.

Example. On 6 July taxpayer sold for $3,600 stock
which he had purchased on 6 March, for $4,800. The
$1,200 is a short-term capital loss since the stock had
not been held for more than six months.

On 20 July he z2'4 for $10,000 stock which he had
purchascd on 5 January for $7,500. The long-tefm gain
is $2,500. '

'On 3 August he sold for $3,000 stock which he had
purchased on 1 March, for $2,800. The short-term capi-
tal gain is $200.

On 16 December he sold for $5,700 stock which he
had purchased on 2 February for $6,400. The long-term
capital loss is $700, since the stock has been held for
more than six months.

Reported on Schedule D, Part |

(1) Shortterm loss Z................. (51,200)
Shortterm gain ................ 200
Net short-term (loss) (Schedule D, Part I) ..($1,000)

Reported on Schedule D, Part i

(2) Longterm loss -.....c...onenvnnnnn ( 700)
Longtermgain ...........0...... 2,500
Net long-term gain (ScheduleXD, Part 11} .. _ 1,800
(3) Excess of net long-term gain over net
short-term loss (Schedule D, Part III) .. $ 800
(4) Deduction—509, (Schedule D, Part III) .. ( 400)
(5) Taxable portion {Schedule D, Part III) .... § 400

Net Short-Term Capital Gain

A net short-term capital gain is taken into income at
1009%, unless it is reduced by net long-term capital 1osses.

Example: °

ertaeaseseaaes et e ey $1 500

(2) Net long-term capital gain (Schedule D, Part

TI) - oeresnnennnnnsenanareaseanaees X
(3) Net capital gain (Schedule D, Part IiI) $2,500
(4) Less: (1) 50¢; of excess of long-term gain

over short-term loss or (2) 509 of long-

term gain whichever is smaller (509% -of

$1,000 Minus ZEro) ........uieineaen s (500) -
(5) Taxable portion (Schedule D, Part III} . ... $2,000

Capital Losses—Short-Term and Long-Term .

If the net capital losses exceed the net capital gains,
the deductible loss is limited to the smallest of the
following amounts: ' ‘

(1) Taxable income for the year,
(2) $1,000.00, or 1
(3) Net ¢apital loss, which is the sum of
(a) the excess of the net short-term capital
losses over the net long-term capital
gains,

29

(b) one-half of the excess of net long-term
capital loss over net short-term capital
gain, and

(c) the net short-term capital loss plus half
the net long-term capital loss.

Hlustration. Mr. A. in 1975 has taxable income of
$10,000 and net long-term capital losses over net short-
term capital gains of $1,800. He could deduct the smal-
lest of (1) $10,000 (2) $1,000 or (3) $900 (%2 of
$1,800). Since $900 is the smallest, his deduction of
capital losses against ordinary income would be limited
to $900.

Hlustration: If his net long-term capital losses over
net short-term capital gains were $5,000, he could
deduct a full $1,000, under number (2) because num-
ber (3) would be raised to $2,500 and number (2)
would be the smallest. , \ .

The $1,000 loss offset to ordinary income is on &
per-return basis. If a joint return is filed, the $1,000
hmit apphies to both the husband’s and wife’s com-
bined losses. °

If married persons file separate returns and both have
capital losses, they are limited to a $500 deduction for
each return.

Capital Loss Carryover

If capital losses are in excess of the limitations listed
above, the excess may be carried over to subsequent
years until it is completely absorbed. When carried bver,
the loss will retain its original character as long-term or
short-term: thus, a long-term capital loss carried over
from a previous year will offset long-term gains of the
current year before it offsets short-term gains of the
current year.

When carrying over an unused long-term loss, 100%
of the loss is carried to the next year and is treated as if
it were incurred in that year. An individual’s capital
loss carryover is computed on Form 4798.

In determirning the capital loss Carryover, shortsterm
losses are applied first, even if they are incurred after a
long-term loss. If, after applying the short-term loss, the
limtations previously described above have not been
reached, apply the long-term losses until the limit has
been reached. Since long-term losses are only deducted
at 50%, twice the amount needed to reach the limita-
tion represents the long-term loss which may still be
deducted.

Example: On A’s 1975 return his capital loss deduc-
tion limit is $1,000 and he realized short-term losses of
$400 and long-term losses of $2,300. His carryover to
1976 is computed as follows:

. (1) Maximum amount of capitol loss deduction .. $1,000
(2) Less: Short-term capital loss .............. 400
(3) Remaining available capital loss ............ $ 600
(4) Long-term capital loss .......... ceeeaaia.. $2,300
(5) Amount needed to reach $1,000 limitation at

50% (Line 3$600 X 2) .........cvennn 1.200
(6) Long-term capital loss carryover to 1976 .... $1,100
23
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Pre-1970 Long-Term Capital Losses—Net long-term
capital losses carried oversfrom a year beginning before
1970 are not subject to the reduction by 50% for
long-term capital losses applied against $1000 of ordi-
nary income each year. These carried over long-term
losses, to the extent not offset against net capital gain,
are deductible dollar for dollar up to $1,000 against
ordinary income for years beginning after 1969. They
must also be deducted before any net long-term capital
losses occurring 1n 1970 and later years.

Computation of Alternative Tax

It may be to the taxpayer’s advantage to use the
afternative tax computation shown on Schedule D, Part
VI, page 2, if the net long-term capital gain exceeds the
net short-term capital loss, or if there is a net Jong-term
capital gain only, and if the taxpayer is filing.

(a) aseparate return from one's spouse with taxable
income exceeding $26,000, or )

(b) a joint return, or as a surviving spouse, with
taxable income exceeding $52,000, or

(c) as a single taxpayer or head of household with
taxable income exceeding $38,000.

- .
From this you can see that the average military man® Selling Price

need not concern himself with the alternative tax com-
putation. If the problem does arise, follow ihe form on
Schedule D and enter,the tax computed on Schedule D,
on line 16a, Form 1040, and check Schedule D box.

’

Additional Schedule D Transactions

Two Transactions, common to military personnel,
which ate reflected on a Schedule D are: ’ .

(1) The sale of corporate stock.

(2) The sale of a residence. |

Chapters 28 and 30 in the Publication 17 give an
vxcellent tax return presentation of these transactions.

Sale of Corporate Stock g

Three tax aspects must be considered in computing
the gain or loss on the sale of stock.

(1) The basis

(2) The selling price .

(3) The holding period

Basis

The basis of purchased stock is jts cost to the pur-
chaser. This may be obtained from a brokerage advice
slip which should be kept to substantiate the basis. The
cost includes brokerage fees, tax and any other cost of
acquisition. The cost of purchased stock is the basis
regardless of whether the disposition results in a gain or
loss.

The basis of inherited stock will generally be its fair
market value at the date of the decedent’s death (or at
the alternate valuation date)! Such basis is used regard-
less of whether the disposition results in a gain or a
loss.

To determine the taxpayer’s basis of property. ac-
quired by gift, he must know its adjusted basis to the
donor, its fair market value at the time of the gift, and
the amount of gift tax paid.
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Fair Market Value Less Than Dér‘zor’s Adjusted \Basis

If the property was given to the taxpayer and its fair
market value at the time of the gift was less than the

adjusted basis to the donor just before the gift, hisbasis . _* .

SWER LD

for depreciation, depletion, or amortization, and for
gain on its sale or other disposition is the same as the
donor’s adjusted basis. The taxpayer’s basis for loss is its
fair market value at the time of the gift, If he uses the
basis for determining gain and computes a loss, and then
uses the basis for determining a loss and' computes a
gain, he will have neither a gain nor a loss.

Fair Market Value Greater Tizan Donor's Adjusted -

Basis

If the property was given to the taxpayer and its fair
market value at the time of the gift was greater than
the donor’s adjusted basis just before the gift, hus basis
for depreciation,” depletion, or amortization, and for
gain or loss on its sale or other disposition is the donor's
adjusted basis at the time of the gift, increaséd by the
gift tax paid with respect to the gift to kim but such-
basis is limited to the fair market value of the property
at the time of the gift. . .

The selling_price of a sécurity can easily be ascer-
tained by reference to the broker’s advice slip which the
taxpayer should keep to substantiate the sale. The price

is the net amount which would be received by the °

taxpayer resulting from the completed transaction (mar- «
ket price less broker's fee and any other selling’ ex-
penses). This amount is reflected on Schgdule D, Part I
or Part II. ’

B

Holding Period .

To determine if the taxpayer held property over 6
rhonths he should begin counting on the day following
the day he acquired the property. This same day of each
succeeding month is the beginning of a new month
regardless of the number of days in the preceding
month In his computation he should include the day he
disposed of the property. For example, if he purchased
an asset on 4 January, he should start counting on 5§
January and the 5th of each succeeding month is the
beginning of a new month. Thus, if he sold the property
on 4 July, his holding period would not be over 6
months. If he sold it on 5 July, his holding period

would be over 6 months.
S

Exception

(1) If the taxpayer receives a gift of property, and if
his basis is determined by reference to the basis in the
hands of the donor, the first day of his holding period is
the same date which the donor used in computing his
holding period.

(2) Capital gain dividends from mutual funds are
treated as long-term capital gains regardless of how long
the taxpayer owned the stock in the mutual funds.

The Sale of a Residence .

General Rule

The sale of a personal residence is treated as the sale
of a capital asset subject to taxation. However, the tax

A
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1s postponed, but not forgiven if a new principal resi-
dence, 35 purchased and occupied by the taxpayer within
18 months before or 18 months after the date of sale
of the old residence and if the cost of the new residence

v

Q

equalf or exceeds the “adjusted sales price” of the old

residence. The 18-month period may be extended to 24-
months when the taxpayer constructs or builds a new
phincipal residence to replace the old residence. Con-
struttion must begin either 18 months before the date
of sale of the old residence or not later than-18 months
after the sale, and the taxpayerihas 24 months after the
date of sale 1n which to occupy and use the new resi-
dence as a principal residence. The 18-month or 24-
month peniod after sale 1s syspended during the time a
member serves on active duty (pugsuant to‘a call or
order for a period over 90 days or for an indefinite
period) except that the total peniod shall not extend
beyond 4 years after the sale of the old residence. How-
ever, if a member 1s 1n a combat zone, the running of
the 4-year period is suspended during the time of such
service, and for the next 180 days thereafter.

If within the 18-month (or 24-month) period a tax-
payer buys more than one residence which he uses as
his grincipal residence within 18 mbnths after the sale of
the old residence, only the last-such residence consti-
tutes the new residence for putposes of postponing tax-
ing the gain. Any other principal residences bought
during this period will be treated as ordinary capital
assets subject to .taxation.

The taxpayer will not be denied the benefit of this
provision simply because he did not actually occupy the
old residence on the date of sale or because it had been
temporarily rented prior to the sale. The quéstion
whether a residence was conyerted to rental property or
remained a principal résidence must be determined

upon the facts and circumstances in each case, inchuiding
’

the good faith of the taxpayer, and a showing that his

" intention, up to the time of sale, was to reoccupy the

property as his residence. v .

A houseboat or trailer may qualify as your principal
residence if you actually live in it. A condominium or
cooperative apartment may also qualify as your princi-
pal residence if you are the title owner or sharcholder,

somewhere between the basis of the old home and the
_sales price of the old 'home, the individual would be
taxed on only a portion of the total gain, That portion
not taxed 1s a reduction in the basis of the new resi

-denice; This somewhat-complex-eomputation-of-the taf= ————— -

able and nontaxable gain in this sitvation is best com-
puted on Form 2119. .

The adjusted sales price of the old residence is
usually the same as the amount realized. However,
“fixing-up™ expenses ar¢ deducted from the amount
realized to determine the adjusted sales price.

“Fixing-up” expenses must meet the following tests:

(1) Be for work performed during the'90-day period
ending on the day on which the contract to sell was
made. ,

(2) Paid within 30 days after the date of sale.

(3) Be otherwise nondeductible in computing taxable
income.

(4) Not be capital expenditures or improvéments,
and %

(5) Not be takeén into account in computing the
amount realized. .

“Fixing-up” expenses are considered only in deter-
mining the amount of gain on which tax is postponed.
They are not deductibfe 1n determining the actual profit
on the sale of the old residence. :

Special Rule-Taxpayers 65 or Older

An individual may elect to exclude from_gross in-
come any gain attributable to the first $20,000 of the
adjusied sale price of his personal residence if he was
65 or older before the date of the sale or exchange and
if the property has been owned and used by him as his
prncipal residence for a period of time totaling at least
5 years during the 8-year period ending on the date of
such sale. If the adjusted sale price was $20,000 or less,
and the taxpayer elects this exclusion, his gain is never
taxed. If the adjusted sale price exceeds $20,000, only

. the proportion of the gain in the ratio which $20,000

bears to the total adjusted salg price s excjudable, How;
ever, the rules discussed above for the postponement of
tax on the quabfying balance of the gain may be appli-
cable. The election to exclude such gain can only be

and if you use as your principal residence the apartment . pade once in a lifetime,

which you are entitled to occupy by reason of your
ownership. .
See Chapter 5 for the discussion of the 5% credit on
purchase of a fiew principal residence.
’

The Computation

A loss on the sale of a p;incipal residence is not
deductible and will not have any efféct on the basis of
any new residence acquired.

If the residence 1s sold at a gain and’ the individual
has bought or intends to buy, at the time of filing, a
new home for more than the adjusted sales price of the
old one, the sale 1s reported on _Scpedule D with a
notation “none” in column (f). If upon expiration of

. the specific' period a new home hds not been purchased

or one has been purchased for a lesser amount, the
return for the year of sale should be amended to report
the profit and compute the additional tax: plus interest.

However, if the purchase price of an old home is

Alimony

Receipts of periodic payments for alimony or sepa-
rate maintgmance are generally included in income” if
they are paid under: .

(1) A decree of divorce or separate maintenance,

(2) Written separation agreement, or

(3) Decree for support

If a divogce decree provides for both alimony and
“child support,” only that portion so designated as ali-
mony is taxable. If no separate amount is stated for
either alimony or “child support,” the full amount is
considered as alimony. Income from alimony is reported
on Form 1040, Part I, line 34.

&

Miscellaneous Income ’

Form 1040, Part 1, Line 35 (Other) reflects the
following types of income:

.
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Prizes and Awards

Prizes and awards are taxable in the year they are
received. They are not considered nontaxable gifts. If
they are-paid -in-merchandise-or-services-they are in-
cluded in income at their fair market value. Contest
awards, employee suggestion awards, door prizes, lucky
numbey, etc., are taxable. However, if an individual
refuses to accept a prize it is not included in his.in-
come. °

¢

.
4

Gamblinz Winnings

© A {laxpayer’s total winnings must be included in

income. He may deduct his losses from gambling only
to the extent of his winnings and provided he itemizes
his deductions. Proceeds from lotteries and raffles are
gambling Winnings to the extent of the excess of the
proceeds over the cost of_the ticket. Winnings in other
-than cash are included in income at their fair market
value.

Hobby Income

Income from a hobby, including a farm operated for
recreation and pleasure, must be included in the taxpay-
er’s return. From this income, he may deduct items that
are ordinarily deductible, whether incurred in a business
or nonbusiness activity, Examples of such expenses are
interest and taxes. If his income exceeds these expenses,
he may deduct the following expenses, in the order
shown, but only to the extent of the excess:

(a) Interest and taxes, determined without regard to
the profitability of the activity;

(b) Operating expenses (except those in (c) below)
to the extent gross income exceeds deductions allowable
under (a) above; and

(¢) Depreciation and other expenses involving ad-
justments to the basis of property to the extent gross
income exceeds deductions allowable under (a) and
(b) above. .

To the éxtent that his normally deductible expenses
(such as taxes and interest) exceed the hobby income,
that excess may be carried over from the appropriate
. schedule (such as Schedule E for rental income) and

deducted on Schedule A (Form 1040) if he itemizes
his deductions. .

Losses sustained in pursuing the hobby are not de-
ductible. .

Note: Gain on sale of an entire stamp, coin or other
hobby object collection is taxable as a capital gain; the
,loss on such sale is NOT deductible.

L

Rewards

Compensation for special services, such as preventing
a bank robbery or informing on an income tax violator,
must be included in the gross income of the one re-
warded.

Services of a Child N )

Compensation for personal services of a child is gross
income to the child and not the parent even though
such amounts are not received by the child.

Q 28
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Assigned Compensation

A taxpayer who has the right to receive income may
not escape tax therton by arranging to have payment
made to-another individual. By exercising his power to
command the income, the taxpayer has enjoyed the
benefit of it and must include such amounts 1n this gross
Income.

Post Exchange Ingome

L]

Income earned by a U.S. citizen from services
performed in a post exchange or officers’ club located in
cither the United States or a foreign country is taxable;
indeed, income earned from all nonappropriated fund
organizations i§ taxable.

For the Following “Types .of Income,
See Publication 17

Pension arid Annuities, Chapter 13 .
Partnership, Estate and Trust Income, Chapter 7.

Summary
Income Defined

Gain from capital, labor or both provided 1t includes
piofit gained through sale or conversion of capital
assets. - .

Form of Income

(1)
(2)
(3)

What

(1)
(2)
(3)
(4)
(3)
(6)

Money—at face value
Property—at F.M.V,
Services—at F.M.V.

Military Pay Is Found on W-2

Basic pay
Incentive pay
Special pay
Lump-sum payment for accrued leave
Reenlistment bonus
Severance pay

(7) Readjustment pay

(8) Dislocation allowance

Note Attach W-2's to return. Enter total of all W-2's
on line 9 of Form 1040 or line & of Form 1040A if this
form can be used.

Income From All Sources Other Than Wages

Form 1040, lines 10, 11 and 12 are used to report all
other income other than wages, tips, etc.

Form 1040A, lines 10 and 11 are used to report
dividends and interest. Except for these two items of
income no other income other than salaries, wages, tips
and other employee compensation can be reported on
Form 1040A.

Dividends

Types

(1) Ordinary dividends—taxable
(2) Return of capital--nontaxable

.




(3) Capital gains—from mutual funds—-Schedule D
(4) Tax free dividends [$100 exclusion of qualifying
dividends (domestic corporations))

Stock Dividend_ .

(1) Taxable if in lieu of cash
(2) Nontaxable 1f not. (Spread cost of old stock to
include stock dividend) v

Dividends on Insurance Policy

(1) Nontaxable—since they are a partial return of
nondeductible premiums.

Note: Interest on such dividends is taxable hs interest
’ 3
Dividends From Mutual Funds m
(1) Ordinary dividends

(2) Capital gains dividends—Long term no “matter
what.

Note: Company should so designate between ordi-
nary and capital gains.

-

Savings and Loan Dividends

Interest not dividend income.

Interest .

(1) Types of interest includible in gross income
(a) Savings bank ¢
(b) Notes, mortgages, bonds .
(c) Interest on life insurance proceeds
(d) Interest on Veterans Insurance .
(e) Armed Forces leave bonds
(f) Soldier’s Deposxts
(g) Mutual Savings banks, Cooperative banks,
\,redltj Unions, Bldg. & Loans Assns. and Savings and
Loan Assns.
(h) U.S. Government bonds.
(2) Interest taxable when creditable to passbook even
though the bookkeeping entry has not been made. |
(3) Tax Exempt Interest—Obligations of a State or
political subdivision thereof.

Note: Reference for further study—Pub. 17, Chapter
10.

“

Gains and Losses From Sales and Exchanges

Gain on Sale

1
A gain from a sale or exchange of property is, gener-
ally, income 1n the amount of the difference between the
amount realized and the taxpayer's cost of the property.
This gain is ordinarily taxable whether the property
disposed of is business or nonbusiness.

Loss on Sale '

Loss on sale of business property is generally deducti-
ble. (Rental Property)

Loss on sale of a personal asset is nondeductible.
(Personal Residence) ,

What are Capital Assets

‘Everything an individual owns except
(1) Stock in trade

- (29—Property ‘held-for-sale-to-customerss — — - ————

(3) Notes and accounts receivable.

(4) Depreciable business property.

(5) Real property used n taxpayer’s business.

(6) Copyright, a letter or memorandum, literary,
musical or artistic composition held by the .taxpayer
who created it. .

Stocks, bonds, personal residences are usually capital
assets 1n the hands of miitary personnel.

Computation of Capital Gain or Loss

(1) Review Schedule D, Part 1 and II (Capital As-
sets)”
(2) Short-term capital gain is the gain from the sale
or exchange of capital assets held six months or less.
(3) Long-term capital gain is the gain from the sale
or exchange of capital assets held ofer six months.
(4) Note tax advantage given the excess of long-term
“gains over short term losses (50% nontaxable portion
—Section 1202 deduction).
(5) If net capital losses exceed net capital gains the
deduction is limited to the lesser of:
(a) the taxable income for the year,
(b) $1,000.00, or
(c) the net capital loss.
(6) Computation of Alternative Tax—see Schedule
D for benefit.
{d) separate return——taxable income must exceed
$26.000 -
(b) joint return—taxable income must exceed
$52,000 '

(c) single taxpayer or head of household—taxable
income must exceed $38,000

Note: Will not normally apply to servicethen.

Sale of Corporate Stock
Basis

(1) Purchased—Cost
(2) Inherited—Estate Tax Return Basis
(3) Giftéd—Donor’s basis

Sale of a Portion of Holdings

Selling a block of stock by actual security number to
get the highest basis—otherwise sales are treated on
first-in first-out basis as far as cost is concerned.

Selling price

Use broker’s advice slip to determine selling price.

Holding period to determine long or
short-term gain

(1) 1st day is the day after purchase or acquisition
(2) The same day on cach succeeding month is the
beginning of each new month.

(3) The day of disposition should be included in
- computation.
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Exception

(1) For gifted property holding period begins with
that of the donor.
(2) Capital gains from mutual funds or regulated

investment companies are long term even though the
taxpayer owned the stock of the mutual fund 6 months
or less.

Sale of a Residence

General Rule

(1) Gain—capital gain
* (2) Loss—nondeductible

Tax postponed but not forgiven if

(1) New principal residence is purchased and occu-
pied within 18 months before or 18 months after the
date of sale of the old residence and if the cost of the
new one equals or exceeds the adjusted selling price of
the old one.

Note: The 18 month period is extended to 24 months

when the taxpayer builds or contracts for a new house
within 18 months and occupies within 24 months.

(2) Adjusted selling price means selling price less *

selling expenses (commissions, advertising and work
performed in fixing-up the old-residence for sale).

(3) Basis of new residence is cost minugspostponed
gain on.the sale of the old residence.

(4) Holding period of old residence is added to that

of new residence for determining short or long-term -

gain on future sale of new residence.
(5) If adjusted ‘sales price of old residence exceeds
cost of new one, the gain taxed is limited to lesser of
(a) Gain realized on sale of old residence. '
(b) Excess of adjusted sales price of old residence
over the cost of the new one.

Special Rule

Taxpayer 65 or older before date of sale of old
residence.

Excludes gain attributable to first $20,000 of adjusted
sale price provided the property has been owned and
used by him as a principal residence for at least 5 years
during the 8 year period ending on the date of such
sale.

Note. If adjusted sale price was $20,000 or less—
gain is never taxed—if more, only the proportion of the
gain in a ratio which $20,000 bears to the total adjusted
sale price is excludable. .

This is a once in a lifetime exclusion.

Alimony - .

Periodic payments for alimony or separate mainte-
nance are taxable when paid under:
(1) Decree of divorce or sepaiate maintenance
(2) Written separation agreement
(3) Decree for support
Note: Child support is not taxable. )
Where no stated amount is for alimony and child
support it is all considered alimony.

()

~

Miscellaneous Income
Reflected on Form 1040, Part |, Line 35

(1) Prizes and awards. .

(3) Hobby income-—losses not deductible. Sale of
stamp collection may be capital gain.

(4) Rewards—informer's claim, etc.

(5) Services of a child—taxable to child even though
not received by him.

(6) Assigned compensation—taxpayer who has the
right to receive income cannot assign such right, e.g.,
parent owns stock, he cannot assign dividends to a
child. -

Quizzes for Chapter 3
Multiple Choice Quiz

Directions—Circle the appropriate letter to select the
answer to each of the following questions. ~

,1. Gross incomg does not include
A. savings gccount interest

B. rents ~

C. commissions «

D. unrealized increases in value of property

E. alimony and separate maintenance payments.

R. a single person, received the following: wages

$2,000: interest $100: bonus paid in corporation

stock valued at $475: rents $100: and a prize from'

a TV quiz program valued at $200. R’s gross in-

come is )

A. $5,100. B. $5,300. C. $5400. D. $5,775. E.

. 85,875,

3. R served as a private in the US. Army for 4
months. He received the following compensation
for this service: total base pay for the period,
$600; pay for hazardous duty, $100; severance
Pay, $200; and a nondisability pension of $800. R’s
gross income is
A. $800. B. $900. C. $1,400.
$1,700.

4. On | June, T. in lieu of giving his son an allow-
ance, assigned his right to all dividends on 100
shares of stock owned by him in the Mortality Life
Insurance Company (a Canadian corporation).
During 1975, equal quarterly dividends of $2 per
share, payable January 15, April 15, July 15, Octo-
ber 15 were paid by the company. T’s gross income

(S

D. $1,600. E.

for this source js .

A. $800. B. $600. C. $400. D. $200. E. nothing.
5. On 5 January 1974, M opened a savings account

with a local bank by depositing $3,000. Another

$3,600 was deposited on 5 January 1975. Interest

of $150 was credited on his account on 31 Decem-

ber 1974, and interest of $304.50 was credited: to.

his account on 31 December 1975, but were not

entered in passbook. On 10 January 1976, M with.

drew the entire balance in his account including

interest. What amount and in which year should

the inferest be included in gross income?

A. $150.00 in 1974 and $304.50 in 1975

B. $454.50 in 1975

C. $304.50.in 1973 and $150in 1975

)
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. $150.00 in 1975 and $304.50 in 1976
E $454.50 in 1976
6. M received the following amounts called dividends
by the payor: City Mutual Savings Bank, $200;

Car--Motor—Co.,-$400, - X _Domestic Savings_and _ _

Loan Association, $500; U.S. Talk Co., $100. In

addition M receives interest from a savings account

at a local bank of $200. Assuming that all divi-

dends are fully taxable, M must include as income

from dividends

A. $1,400. B. $1,300. C. $700.D. $500.E. None

of these. .

7. All but one of the following are includible in gross

income. Select the EXCEPTION

A. Cash dividends distributed by a domestic corpo-
ration

B. Property distributed in heu of cash by a domes-
tic corporation

C. State lottery winnings

D. Cash dividends paid by mutual insurance com-
panies

E. Interest on refund of Federal taxes

8. H and W, husband and wife, were divorced. The

wife was awarded the custody of their minor

daughter by the court. Under the court decree the

husband is to pay his former wife $275 a month

for the support of herself and the minor daughter.

The wife received a total of $3,300 for this pur-

pose, $900 of which was designated by the decree

to be for the support of the minor daughter. In

addition W received from H $500 for medical bills

incurred by the daughter. This payment was not

required under the terms of the court decree. W

must include in her gross income.

A. $3,000. B. $3,300. C. $2400. D. $900. E.

$500.

Quiz

I. John Smith operates a variety store and owns the
following property: (indicate by an “X”'in the
appropriate box whether such property is a capital
or noncapital asset in the hands of Smith.)

a. An automobile used solely for pleasure.

(O Capital [0 Noncapital
b. His private residence.
.{J Capital ] Noncapltal

c. The building housing his variety store.
{7 Capital (] Noncapital
d. 100 shares of American Talk stock.

(O Capital (7 Noncapital

¢. An apartment building.

{7 Capital (] Noncaptal

f. An automobile used solely to run business er-
rands.

{0 Capttal (] Noncapital

g. A diamond ring, which is a family heirloom.

{O Capital [J Noncapital

h. 16 bicycles which have been in store inventory
for at least one year.

{7 Capital [J Noncapital

i. 12,000 board feet of lumber with which he

intends to build a hunting lodge for his son and

.

' {7} Capital (] Nohcapital
j. The vacant lot nexi to his store which is used as

a parking lot for his «customers.

{J Capital (] Noncapital
k. The copyright to a song he wrote, _

7] Capital (] Noncapital

l. A note receivable which was given to him by a
customer in payment of the balance on the
customer's charge at the store.

] Capital (] Noncapital

2. Indicate by a check whether the following state-
ments are true or false.

a. The alternative tax computation should be
made by each taxpayer who has capital gains,
regardless of the amount of his taxable income.

{1 True [0 False

b. Short term capital gains or losses anse from the

sale or exchange of capital assets which have
been held for six months or less.

True [0 False

A loss sustained on the sale of a taxpayer’s
principal residence which has been used as such
up to the date of the sale, is deductible within
certain limitations.

True [ False -

A 65 year old tax payer selling in 1975 his
principal residence in which he had lived for
the past 8 years may elect to exclude from
gross income all gain on the sale if the ad-
justed sales price does not exceed $20,000.

{7 True [0 False

3 Fair market value generally represents the amount
which an owner, who is not under a necessity of
selling, is willing to take and which another person,
who is not under a necessity of buying, is willing to
pay.

{7 True [0 False

4. While the loss on the sale of a personal residence
is not deductible, the amount of the loss may be
added to the cost of the new residence.

{7 True [J False )

5. Sergeant Spruce won $100 at the races in January.

He returned to the track and lost $50 in December.

- He is claiming the standard deduction on his re-
turn. He should report $50 as “miscellaneous in-
come.”

¥ 3 True

o0

«ad

] False

Continuing Problem
Part 1—income

Enter the following information in appropriate spaces
on Form 1040, and compute the taxable portion of divi-
dends. Do not compute the income tax.

Save the Form 1040 to be added to later.

John A. Mankat, Ist Lt, USAF Soc. Sec. No. 218 36

5387

Wife: Betty Mankat (Secretary) Soc. Sec. No. 218
42 3678 '
John received:

Salary, USAF ... ..ccviviinirrnrvnnnnennns $8,550.00
Dividends, X Corp. ..... [ 150.00
Dividends, ABC Fund: Ordinary ........ 118.00
Dividends, ABC: Capital gains dividend 15.00

- X 29
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Dividends, German industries, GmbH, Frankfurt, Part 1 of the problem. When Schedule D is completed,

m:?reMs:O?;?onitu :::l AL 28(3)88 carry the result to line 29(a), Form 1040,

Interest, Municipal Bond ......ovvvvininnnn.. 60.00 John A. and Betty Mankat ¢

Betty received: John A, Mankat sold 100 shares of X Corp. common
———— E‘V’:‘&‘;n;;qﬁg Talk oo T 4’}’2%‘800 ~ stockon 16 May 1975 at a gross sales price of

$2,800.00. He paid a broker's commission of $100.00
on the sale. .

From the following information, prepare a Schedule He had purchased the stock on 20 April 1960 for
‘D, taking into account the capital gain dividend from  $1,000.000.

Part 2—income

\\67 .
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Chapter 4. Exclusions and Deductions to Arrive at Adjusted

Gross Income

_Introduction »

In previous chapters, consideration was given to the
various types of includible income.

This chapter discusses the items which are excludable

or deductible from gross income in_arriving at adjusted
gross income (Form 1040, line 15). Such items include
combat zone exclusion, prisoner of war exclusion, sick
pay exclusion, subsistence and Qquarters allowance,
moving expenses, certain travel expenses, and life
insurance proceeds. The subject mattes is broken down
into two-parts:

(1) Excludable or deductible items received from the

Armed Forces

(2) Excludable itenis from other sources

The computauon of adjusted gross income must be
accurate since the following items are computed in
accordance with its amount:

(1) Income tax liability from the optional tax table

(2) The percentage standard deduction

(3) The maximum contribution deduction

(4) The medical expense deduction

The relevant “adjustments’™ contained on Form 1040,
line 14 are covered in detail in this section of the
course, so that after studying Chapter 4, the student
should know what taxpayer's adjusted gross income
consists of, i.c., wages, plus other income, minus
adjustments.

Note. In deducting certain eligible items discussed in
this chapter from gross income, Form 1040 must be
used. These items are not deducuble on Form 1040A.

Objectives -

Participants should be able to explain the following

concepts:

(1) Those items of income which are excludable or
deductible from gross income n arriving at adjusted
gross income (Form 1040, line 15).

(2) The use-of Forms to support adjustments.

Applicable forms for this chapter include:

Form No.

3903 Moving Expenses Adjustment

2106 Employee Business Expenses -
2240 Sick Pay Exclusion . ;

Excludable or Deductible Items
Received From the Armed Forces

Service in a Combat Zone (and Prisoners of War
or Missing)

An enlisted member does not have to pay tax on
wages for any month during which he served in a
combat zone or qualified for Hostile Fire Pay. Further-
more, he does not have to include wages received
while in a hospital because of injuries or sickness result-
ing from combat zone service.

A commissioned officer does not have to pay tax on

the first $500 he received for any month during which
the member served in a combat zone or qualified for
Hostile Fire Pay. Also he does not have to pay tax on the
first $500 a month received while hospitalized for sick-
ness or mury resuling from combat zone service.

Thus exclusion ceases for any month beginning more
than two years after termunation of combatant activities.
In the case of the Vietnam conflict, the exclusion for a
service member who is hospitalized as the result of
combat zone service ceases to apply to any month be-
ginning more than two years after January 2, 1975.

. The pay of members of the Armed Forces and
civilian government employees, duning the time they
were prisoners of war or missing in action because of
the Vietnam conflict, is not taxed.

Accrued leave payments, attnibutable to active service
in a combat zone, paid to members of the Armed
Forces at the time of their discharge from the service
are excludable from gross income.

Hostile Fire Pay

Members of the Armed Forces who perform military
service in an area outside an area designated as a com-
bat zone by executive order, which service is in direct
support of military operations in such zone and is per-
formed under conditions which qualify such members
for Hostile Fire Pay (as authorized under section® 9(a)
of the Uniformed Services Pay Act of 1963 (37 U.S.C.
310)), will, during the period of such qualifying service,
be deemed to have served in such combat zone. Accord-
ingly, he is entitled to the combat pay exclusion for the
period of service.

Limitation to Above Exciudable Items

For periods after November 11, 1970, Armed Forces
members who (a) are present in a combat zone while
on leave from a duty station located outside a combat
zone, (b) pass over or through a combat zone during
the course of a trip between two points both of which
lie outside such a zone, or (¢) are present in a combat
zone solely for their own personal convenience, are not
considered to have served in a combat zone and are not
entitled to the combat pay exclusion.

Prisoner of War Exclusiori

A member of the Armed Forces is entitled to exclude
all compensation received for active service for any
month during any part of which such member is a
prisoner of war or in a missing status as a result of the
Vietnam conflict if immediately before such stdtus
began he was performing service in Vietnam or was
performing service in Southeast Asia in direct support
of military operations in Vietnam. The income exclusion
applies to both officers and enlisted personnel.

Both POWs and MIAs are included in the term
“missing.” A missing serviceman is oné who is officially
carried, or determined to be, absent in a status of.
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(1) missing;

{2) missing in action;

(3) interned in a foreign country;

(4) captured, beleaguered, or besieged by a hos-

tile force; or

(5) detained in a foreign country against his will.
An individual is in a mussing status for tax purposes
only f immediately before the status began he was
performung service in a combat zone or was performing
service in direct support of the military operations in a
combat zone.

Missing status does not include a-period in which it is
officially determined that the member was officially ab-
sent from his post of duty without authority. This exclu-
sion is retroactive to 28 February 1961. Claims for a
refund of taxes paid for service on or after that date
should be filed on Form 1040X or Form 843. The
running of the statute of limitations on filing clailns for
refund is suspended while persons are serving in Viet-
nam, but even if the regular gime for filing a claim for
refund has expired it may be filed within two years after
the missing status is terminated.

Combat Death Waiver

The tax liability of a serviceman who dies as a result
of wounds, disease, or jury sustained in a combat zone
is cancelled for the year of his death and for any prior
year ending on or after the first day he served in a
combat zone.

The income of a serviceman lListed as mussing 1n

action or as a prisoner of war in Vietnam remains
exempt from Federal income tax even where the serv-
iceman is later found to have been dead dunng this
time. The date of death, with respect to a missing mem-
ber, is considered not to be earlier than the date on
which a determination of death 1s made. The forgive-
ness of tax applies through the year in which the muss-
ing status is changed rather than the year of actual
death.

In the case of Vietnam,.the tax forgiveness benefits
end for taxable years beginning after 2 January 1977.
In the case of those servicemembers in a mussing
status the taxes will be forgiven even though Vietnam
is no longer designated as a combat zone if the date
his missing status is changed 1s within any taxable
year beginning not later than 2 January 1977.

Compensation Other Than Active Duty Pay

Basic Allowance for Quarters (BAQ)

The following items may be excluded from income:
allowance for quarters, including cash differences for
inadequate quarters, temporarylodging pending assign-
ment of permanent quarters at a néw post of duty
outside the continental United States; housing and cost-
of-living allowances abroad whether paid by the United
States or a foreign government; uniform allowances;
or quarters, heat, and light furnished in kind; and, to
the extent expended for the purpose for which pro-
vided, evacuation allowances.
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Basic Allowance for Subsistence (BAS)

Allowances for subsistence, including R.O.T.C. sub-
sistence, and rations furnished in kind to enlisted mem-
bers are excludable.

A “family separation allowance”, received by a
member who is separated from his family because of an
overseas duty assignment, is a subsistence and commu-
tation of quarters allowance and is excludable from his
gross income. '

Moving Exppnses

On changes of permarient duty or station, or upon
reporting for active duty, or upon employment at a new
location requiring a change of principal residence, a
member of the Armed Forces is entitled to deduct from
his gross income certain reasonable expenses incurred 1n
the transfer subject to certain time and distance require-
ments and dollar limitations. The taxpayer may deduct
his allowable moving expenses even if he does not item-
ize his deductions. All reimbursements (including mule-
age and per diem) must be reported on the taxpayer’s
return in the manner as explained later, '

(1) Distance and Time Requirements—To be eligible
for the moving expense deduction, the distance between
the new duty station or place of work and the former
residence must be at least SO miles farther than the
distance between the former residence and the former
duty station. Therefore, if the distance between the for-
mer residence and the former duty station were 16 miles,
to qualify for a moving expense deduction, the distance
between the hew duty station and former residence must
be at least 66 miles. Where there was no former duty
station (as when first entering the service), the first duty
station must be at least 50 miles from the former resi-
dence For purposes of the deduction, the measurement
of distance between two points is the shortest of the
more commonly traveled routes between the two points.

Additionally, the taxpayer must either: (1) work in
the general area of the new employment full-time at
least 39 weeks (need not be consecutive) in the 12-
month period immediately following arrival, or (2)
work full-time or perform services as a self-employed
individual on a full-time basis in such general location,
during at least 78 weeks, of which not less than 39
weeks are during the above 12-month period. Note: If a
Government employee employed by the United States,
returns to the United States to retire without any plan
for employment during the current taxable year, the
expenses incurred in the return move can not be de-
ducted as moving expenses since the individual is not a
full time employee meeting the aforementioned ume
requirements.

In an instance of retirement or other separation from
service, the member need not work for the same em-
ployer as long as employment is in the same general
location. These time requirements do not apply in situa-
tions where the member 1s unable to satisfy the condi-
tions because of death, disability, involuntary separation
from work (other than for willful misconduct) or trans-
fer for the benefit of the Government. If filing a joint
return, and the member's spouse is also a full-ime em-
ployee in the new location, either spouse may satisfy the
time requirement but the periods can not be added
together.
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(2) Deductible Moving Expenses—Below are quali-
fying moving expenses incurred by the taxpayer for
himself and his family. For purposes of the deduction,
*family” means members of the taxpayer's household
who lived at the former residence before the move and
moved to the new residence. A member of the taxpay-
er's houschold includes any i1ndividual residing at the
taxpayers residence who 1s neither a temant nor an
employee of the taxpayer, unless the tenant or employee
1s also a dependent of the taxpayer. From this language
it can readily be seen that a member of the Armed
Forces stationed overseas who returns to the United
States on ieave and marries while there may not deduct
as a moving expense the cost of returning to his foreign
statton with his spouse.

’

The taxpayer may deduct the expenses of moving
household goods and personal effects of the taxpayer
and family from the former to the new residence.
This includes expenses of transportation or hauling,
packing, crating, intransit storage, insurance, shipping
an automobile, and shipping a pet and similar expenses
but does not include the expenses of moving furniture
purchased while en route to the new residence. A
deduction is allowed for, expenses incurred in moving
household goods and personal effects from a place other
than the former residence only to"the extent the ex-
penses do not exceed what 1t would have cost to move
them from the former residence.

The taxpayer is entitled to deduct the expenses of |

. traveling (including meals and lodging) for himself and

-

his famuly from the former residence to the new place
of residence.” Also deductible is the expense of lodging.
incurred in the general location of the former residence
within one day after the former residence is no longer
suitable for occupancy because of the removal of house-
hold goods and personal effects. Qualifying travel costs
should be calculated for the shortest, most direct route
available by conventional means of transportation. Ex-
penses on vacation side trips do not qualify. When using
an automobule, the taxpayer has the option of deducting
actual, recorded out-of-pocket expenses (but no depre-
ciation) or dedycting seven cents per mile. .
The taxpayer 15 entitled to deduct the cost of pre-
move house-hunting trips after obtaining employment at
the new site. Such deductible costs include roundtrip
expenses and meals and lodging. Additionally, the tax-
payer may deduct the costs of meals and lodging while
Occupying temporary quarters in the general location of
the new principal place of work during any period of 30
consecutive days after obtaining employment.

Also quahifying as a deductible expense is the cost of
selling the former residence ( excluding fix-up costs and
real estate taxes), setthng the old lease, purchasing a
new residence or acquiring a lease. This includes attor-
ney's fees, esorow fees, appraisal, and real estate agent’s
fees, title and “loan costs (excluding interest payments
and prepayments), “'points,” and sisilar expenses inci-
dent to the sale of purchase of a home. These expenses,
if deducted as moving expenses, may not be used to
either reduce the amount realized upon the sale of the
residence or increase the cost basis of the new residence
when determining gain on the sale of a residence.

The move should be within one year from the time
the taxpayer firstareports to the new job. If the move

does not take place within that time, the expenses or-
dinarily will not be deductible:

The move must have been necessary to the com-
mencement of work in the new location. A move is
generally not necessary if the distance from the old
residence to the new place of work is shorter than the
distance from the new residence to the new place of
work. A move 15 considered necessary if either the
member is required to live at the new residence or
commuting time or expense 1s decreased.

The deduction for premove househunting expenses,
temporary living expenses, and qualified residence sale,
purchase or lease expenses are subject to an aggregate
dollar limitation. The limutation is $2,500 of which no
more than $1,000 may be for househunting trips and
temporary quarters. For an explanation of the aggregate
dollar limitations for married persons ﬁlmg separate
returns see Publication 17, chapter 17.

(3) Reporting Procedure—Moving expenses are gen-
erally deductible in the year paid or incurred. However,
a cash basis taxpayer may elect to deduct the expenses
in the taxable year in which reimbursement is received,
rather than the taxable year when he pays the expense,
where the moving expenses are paid: (1) in a taxable
year prior to the year of reimbursement, or (2) in the
taxable year immediately following the reimbursement
year, provided the expenses are paid on or before the
normal due date for filing the return of the taxable year
in which the reimbursement is received.

Reimbursemcais and allowances shown on Form

W-2 are reported in gross income for year received and
are reported on hne 9, Form 1040. Expenses are listed
on Form 3903.

If reimbursements and allowances are not shown on
Form W-2 and the moving expenses excéed reimburse-
ments and allowances, enter the excess on hne'13, Form
3903 and line 38, Form 1040. If reimbursements and
allowdnces exceed expenses, enter that excess on line
14, Form 3903 and hine 35, Form 1040,

If Form 3903 is not used to report moving expenses,
a statement must be attached to the tax return setting
out 1n broad categories the type and amount ,of ex-
penses, locations of old and new residences, old and
new places of employment, und appropriate dates of the
transfer.

Ordinanily, moving services furnished in kind by an
employer, either directly or indirecily, to the taxpayer
or to members of the family will be treated as reim-
bursements received for moving expenses. However,
a serviceman was not required to account in, his tax
returp for any reimbursement of mowving expenses in
kind from the Armed Forces. Servicemembers can
deduct moving expenses in excess of reimbursement
even if they fail because of a required service transfer
to meet the 50-mile or 39-weeks requirement.

Full-time work test not met. If the return 1s due and
the taxpayer has not yet satisfied the full-time work
test, but expects to do so, he 1s given a choce as to
how to claim the deduction:

(1) He may claim the moving expenses on his 1975
return. He need not wait until the date his return 15 due
to make this election, but may elect on an carly return
on the basis of his knowledge at that time. If, after-
wards, he fads to meet the full-time work test he must
either report the amount of his deduction as income 1n

\
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the year he failed to meet the test, or amend his 1975
return. y

(2) He may file his 1975 return without tlaiming his
moving expenses; if he later satisfies the test, he may
either file an amended 1975 return on Form 1040X,
claiming the deduction, or file a claim for refund on
Form 843 based upon his allowable moving expenses
deduction.

No matter which option the taxpayer may choose,

any reimbursement must be reported in the year re-
ceived. 1

Travel Expenses

Ordinary and necessary traveling expenses in excess

of allowances for travel when carrying on official busi-
‘ness are deductible. Thus, expenses incurred on tempor-
ary or temporary additional duty, such as those in-
curred for meals, lodging, taxicabs, laundry, and clean-
ing, in excess of reimbursements, are deductible if away
from home (ship, base, or station) overnight. Personal
expenses incurred for entertaining, sight-seeing, or social
visiting are not deductible.

The taxpayer must keep records and supporting evi-
dence to prove the following elements with respect to
deductions for traveling expenses (including meals and
lodging while away from home): (1) the amount of
cach separate expenditur¢ for traveling away from home
such as the cost of transportation or lodging, but the
daily cost of breakfast, lunch and dinnet, and other
incidental elements of such travel may be aggregated if
they are set forth in reasonable categories, such as for
meals, for gasoline and oil, and for iaxi fares; (2) the
date of departure and return from each trip, and
the number of days spent on business away from home;
(3) destination or locality of travel described by
name or city or town*or other similar designation; and
(4) the business reason for the travel or the nature of
business benefit derived or expected to be derived. If the-
taxpayer wishes to claim an excess of traveling expenses
over reimbursement, he must compute his expenses
for all such trips made during the taxable year and
reduce it by all reimbursements (i.¢., if he had one trip
during the year which cost him more than his reim-
bursement, he cannot deduct such excess and forget
about the other field trips made where his reimburse

"ment may have exceeded his cost.) :

Records to substantiate travel expenses should be
maintained in an account book, diary, statement of ex-
pense or similar record (supported by adequate docu-
mentary evidence) which is sufficient to establish the
elements for these expenditures, discussed above.

The taxpayer’s records must be current. He should
record each separate expenditure at or neag the time of
the expenditure. However, he may make one daily entry
for such categories as cab fares, telephone calls, his
meals while traveling, gasoline and oil, and other inci-
déntal costs of traveling. Tips may also be grouped with
the cost of service rendered to him. VT

Documentary evidence is required to support all ex-
penditures for lodging while he is traveling away from
home and for any other expenditure of $25 or more,
except that if such evidence is not readily available for
transportation charges it will not be required. Documen-
tary evidence is a receipt, paid bill or similar evidence
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to support an expenditure. Such evidence will ordinanly
be considered adequate to support an expenditure if it
shows the amount, date, place and essential character of
the expenditure.

Notes:

(1) No deductions will be allowed for approxima-
tions, estimates or unsupported claims.

(2) If a member travels with his family on TAD,
only the member’s expenses are deductible and 1t 1s
necessary to allocate an equitable portion of the family’s
expenses to him. Since the cost of lodging of the famly,
and transportation unless traveling by automobile,
would exceed that for one person, the cost of a single
rate for similar accommodations may be deducted.

(3) Mess Bills Afloat—The amount paid by a mem-
ber of the Navy on duty afloat may nor be deducted for
the period that his ship is away from its home port. A
naval officer who is assigned to permarfent duty aboard
a ship which has regular eating and living facilities, such
as an aircraft carrier, battleship, cruiser, destroyer, sub-
marine, or supply ship, has his “home” for traveling
expense purposes aboard the ship to which he is as-
signed.

If claiming .change of permanent station expenses,
enter excess expenses on hine 38 of Form ]040 ana
attach Form 3903 or a statement of expenses and reim-
bursements to the return. If claiming IDY, TAD, or
reservist expenses, enter excess expenses on hine 38 of
Form 1040 and attach Form 2106 or a statement of
expenses and reimbursements to the return.

disability Retired and Disability Severance Pay

(1) Disability severance pay, and retired pay received
for temporary or permanent disability retirement under
Chapter 61, Title 10, U.S. Code, elected on the basis of
percentage of disability may be excluded. If computed
on the basis of years of service or at 57 percent under
37 US.C. 115 for service in World War 1 and I, the
portion of disability retired pay which exceeds basic pay
multiplied by percentage of disability 1s not excluded.
The net disability retired pay of a retired regular com-
missioned officer (pay grade O-1 and above), reduced
under the Dual Compensation Act by reason of Federal
employment, is excludable in the same proportion that
his total retired pay is excludable under the foregoing
rubes. The compensation receved during Federal civil-
ian, employment is fully includible in gross income.
Thus the disability portion of the reduction required
under the Dual Compensation Act does not carry-over
to the civilian salary, but the regular exclusion may be
resumed upon the termination of the civilian employ-
ment. A waiver of retired pay in favor of a Veterans
Administration pension or compensation, however, ap-
plies first to the portion of disability retired pay ex-
cluded on the basis of percentage of disability. Such
waiver is not retroactive for income tax purposes. _

(2) This exclusion from retired pay is computed by
the Finance Centers; it 1s not subject to income tax
withholding or included in “wages” reported on Form
W-2, and does not terminate at ‘“retirement age.” Any
excess is subject to withholding of Federal income
taxes.



Sick Pay

(1) Active Duty Pay—Active duty pay recewved for

. _periods of absence from_duty by reason of injury or _

sickness may be excluded from gross income, hmited,
however, to the lesser of actual pay or a weehly rate of
$100 ($14.29 per day on the basts of a 7-day week for
naval or military personnel). There 1s a 30- calendar day
waiting peniod before active duty members quality. The
computation 1s made on Form 2440 and entered on line
37, Form 1030 (Adjustments).

Nontaxable income, ‘such as basic allowances for-

quarters or subsistence, is not considered in applying
this formula. No adjustments for withholding are being
made by the defense departments for the “‘sick pay”
exclusion. For this reason it is ingportant that the con-
sultant ask the taxpayer all the questions relevant to sick
pay exclusion when the information on the W-2 forms
15 being transposed onto the taxpayer's income tax
return. ~

(2) Disability Retired Pay—"Wages continued”
(amount received in excess of that excluded on percent-
age of disability) becauge of retirement for personal
injuries or sickness resud¥ng from active service in the
Armed Forces is excludable as “sick pay” until attain-
ment of retirement age.

« If retired directly from active duty (and not on the
sick list) the exclusion 1s hmited to a weekly rate of $75
during the first 30 days of absence, because disability
retired pay does not exceed 75 percent of regular pay,
and there 1s a 7-calendar day waiting period unless
hospitalized because of this disability at least one day
during the period of absence before reaching normal
reirement age. After 30 days 1t 1s himated to a weekly
rate of $100. If retired while absent from active duty on
account of personal mjury or sickness for a continuous
period of more than 30 days, the 30-day waiting period
. is charged against the active duty absence, and the
retired pay exclusion 1s imfmediately allowable up to a
maximum weekly rate of $i0C. -

An extra computation is required if an active duty
member is placed on the sick list and retired within 30
days without returning to duty. If the weekly rate of
combined active duty and retired “wages continued”
exceeds 75 percent of the regular weekly rate of active
duty pay for the last four weeks of the month immedi-
ately preceding the commencement of the period of
absence, there is a 30 day waiting period and thereafter
the $100 per week Limitation apphes. If 75 percent or

- less, the exclusion 15 computed in the same manner as
for retirement directly from active duty, as discussed
above. No additional sickness or injury need be estab-
lished and the percentage of disability is immaterial.
Retired members are not entitled to the exclusion from
retired pay when employed by the same employer. Ac-

. cordingly, otherwise qualified retired members are not
entitled to the “sick pay” exclusion from retired pay
when performing services for the United States, whether
in the same department or in another department,
agency, or branch of the United States Government
including nonappropriated fund aetivities and Govern
ment-owned corporations..
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Some Miscellaneous Exclusions

(1} Mustering-out pay may be excluded from gross
1ncome.

(2) Uniform gritaity or clothing alfowance paid to ~
officers and nurses, and uniforms furnished in kind or
by -allowance to enlisted members are excludable.

(3) Death gratuity pay (6 months' pay to beneficiary
of deceased officer or enlisted member) may be ex-
cluded from the beneficiary’s gross income.

(4) Amount received and expended by attaches
under an allotment for maintenance and official enter-
taining 1s excludable,

{5) Allowances recerved from foreign government by
members of mulitary musstons tp such government for
required extraordinary entertainment and Iivinyex-
penses may be excluded.

Excludablg Items From Other Sources

Life Insurance (Private Companies)

Amounts received under a life insurance ’contract
paid by reason of the death of the insured, whether in a
single sum or otherwsse (but 1f such amounts are held by
the wnsurer under an agreement to pay interest thersen,
the interest payments shall ‘be included in gross in-
come).

If, under an agreement in an insurance contract, an
amount is held by the insurer for payment in install-
ments at a date later than death (if death occursed on
or after 17 August 1954), the amount held is to be
prorated over the period for which payments are to be
made, such as a fixed number of years, or years of life
expectancy of the beneficiary, and excluded from gross
income. The excess of such excluded amounts received
each year is to be reported as interest income. However,
if interest is paid to a surviving spouse of the decedent,
$1,000 of such iriterest may be further excfuded each
year. For this purpose a surviving spouse means the
spouse of the insured at date of death, including a
spouse- legally separated but not absolutely divorced.

Government Insurance or Indemnity

Amounts paid by reaséf of death of the insured;
dividends, including regular and specnal on United
States Government and national service life insurance.
proceeds from maturing United States Government and
national service endowment insurance contracts, and
proceeds from surreidered Unied States Government
and national service life insurance policies.

Commercial Insurance

Dividengds represent refund of nondeductible pre-
mium puyments. Interest earned on such dividends left
on deposit is taxable.

Survivor Benefit Plan (formerlj the Retired
s_erviceman's Family ﬁrotection Plan) Annuities

Finance centers furnish full information to survivors
on how to report their aAnuities under the above rule.
14
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Compensation for Injuries or Sickness

(1) Amounts received under workmen’s compensa-
tion acts.

(2) Armount of damages received whether by suit or
agreement. .

(3) Amounts received through accident or health
insurance other than amounts attributable to conssjbu-
tions by the employer and not includible 1n the employ-
ee’s gross income, or amounts paid by the employer?but
see (1) below. .

(4) Amounte receied as a pension, annuity, or simi-
lar allowance for personal injuries or sickness resulting
from active service in the Armed Forces of any country.

Amounts Received Under Accident and
Health Plans

(1) Amounts received as reimbursement for medical
care except to the extent a deduction was allowed for
medical expenses for any prior year.

(2) Payments for permanent loss or loss of use of a
member or function of the body, or permanent disfig-
urement of a taxpayer, his spouse, or a dependent.

Claims by Foreign Claims Settlement
Commission
Claims by foreign claims settlement commission, in-
cluding payments to former prisoners of war.
Meals and Lodging

The “convenience-of-the-employer” rule is the sole
test with respect to rieals if such meals are furnished on
the business premises of the employer at the place of

‘the employment. The value of lodging furnished 1n kind

by the employer is excluded from gross income if fur-
nished on the business premises of the employer for the
convenience of the employer and the employee is re-
quired to accépt such lodging as a condition of his
employment,

Gifts ‘

- The value of property acquired by gift, bequest, de-
vise, or inheritance is excluded, but the income there-
from is not.

Scholarships and Fellowships

Amounts received for a scholarship or a fellowship
grant are excluded from gross income unless they repre-
sent: (1) compensation for past, present or future em-
ployment services, (2) payment for services which are
subject to the direction or supervision of the grantor
(giver), or (3) amounts paid to enable the individual to
pursue studies or research primarily for the benefit of
the grantor (givér). The exclusion is limited, however,
if the student or fellow is not a candidate for a degree,
to $300 times the number of months a grant is received
in a year, for no more than 36 months in a lifetime, and
only if the grant is from a Government or tax-exempt
organization. , .

Appointments to the Aried Forces Academies and
under the Navy's educational assistance program for
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civilian employees have been held not to constitute
scholarships for this purpose.

Military personnel may generally exclude from in-
come amounts .provided as a scholarship under the
Armed Force$ Health Professions Scholarship Pro-
gram (or a substantially similar, approved program) -
for the years 1973, 1974, and 1975. This applies
whether training is received while on active duty or in
an off-duty or inactive status and without regard to
whether a period of active duty is required as a con-
dition of receiving the payments.

Income of Minor Son or Daughter

The earnings of an unemancipated minor son or
daughter are the separate income of such son or daugh-
ter and not the income of the parent.

Alimony Income Attributable to Property

“Periodic payments” to a divorced or legally sepa-
rated wife which are paid out of the income of property
assigned or transferred in trust or otherwise in discharge
of a legal obligation incurred by a hifiband under a
decree of divorce, separate mainten ¥or for support,
or under a written instrument jncident to such divorce
or separation, shall not be includible in husband's gross
income, to the extent they are includible i1n the gross
income of the wife.

Social Security Benefits

Amounts receivedl from the Federal or State govern-
ments under the Federal social security program.

Veterans Administration Benefits

Veterans Administration benefits (except interest
earned on insurance dividends left on deposit) paid to
veterans and their families. A full or partial waiver of
taxable retired pay already received in favor of nontaxa-
ble disability compensation is not retroactive for Federal
income tax purposes.

State Bonus -

a

Payments by a state to veterans for services rendered
to the United States. -

-~

‘Form 1040—Line 14 (Adjustments)

The subjects discussed in this chapter either appear
on Farm 1040 (e.g., sick pay exclusion, moving ex-
penses or expenses 1n excess of reimbursement) or are
omitted from the return altogether (e.g., B.A.Q., B.A.S.
life insurance proceeds, etc.). -

All appropriate adjustments to income (with their
supporting schedules attached, e.g., Forms 3903, 2106,
2440) are entered on line 14 of Form 1040 and de-
ducted from the income reflected on hine 13 to arrive at
adjusted gross income (Form 1040, line 15).

. .




Summary
Adjusted Gross Income

N

Consists of wages,.plus other income, minus adjust-
ment (exclusions or deductions).

Excludabl; or Deductible items Received From
Armed Forces

Combat Pay

Hostile Fire Bay

The above items are not excludable if in zone on
leave, while passing through, or present for personal
convenience. '

Prisoner of War Exclusion<ng,

Earned Pay Forfeited by Court-Martial

Basic Allowance for Quarters

Basic Allowance for Subsistence

Travel expenses (current records necessary,” excess
over reimbursements deductible) )

Disability, Retired and Disubility Severance Pay, Sick
Pay

Moving Expenses (reimbursements, includes mileage
and per diem, are included in gross mcome)

(1) ‘Deductible if:

(a) change in residence and duty station, and

(b) the distance between the new duty station and
the former residence is at least 50 miles farther than the
distance between the former residence and the former
duty stations, and .

(c) the member remains at least 39 weeks in the
general area of the new duty stapon during the 12
month. period followihg the move.

(2) Deductible expenses-include:
g (a) meals and lodging while en route.

(b) transportatiofi ,or haulifig.

(c) packing.

(d) crating.

(e) intransit storage.

(f) insurance.

(g) shipping an automobile or pet.

Notes: -

(1) All travel must be listed, not just one expensive
trip.

(2) Records must be kept.

-

Excludable items From Qther” Sources

Life Insurance Proceeds From Private Companies

Government Insurance or Indemnity

Certain Compensation for Injuries or Sickness

Meals and lodging (if satisfies convenience-of-the-
employer rule)

Scholarships and Fellowships (subject to dollar limi-
tation, and qualifying conditions)

Social Security Benefits

Veterans Administration Benefits

State Bonus

-

Quizzes for Chapter 4
True—False Quiz

Indicate whether each of the following statements are
true or false by inserting “X™” in the appropriate box.
e

- s

:

4

1. Benefit payments under the Social Security Act are

" not subject to tax.

O True O False

The sick pay exclusion may not exceed a rate of

$100 per week for the first 30 days of illness.

O True (] False

3. Taxpayer reached retirement age and was retired
from the Navy with pay based on length of service.
The taxpayer immediately thereafter filed claim
with the Veterans Administration for and did re-
ceive, disability rating of 20% for phlebitis in-
curred prior to retirement. Taxpayer is entitled to
exclude 20% of his retirement pay from gross in-
come since he could have fetired for disability.

] True [ False
4. On Form 1040 “adjusted gross income” is line 15
O True (O False
5. The following items are excludable from gross in-
come: . .
a. Prizes won in a raffle
J True O False
b. Disability and death payments
O True O False
c. Reimbursement of moving expenses shown on
Form W-2
0 True [ False
d. Gambling winnings
0O True O False
e. Interest on municipal bonds
[dJ True [] False
f. Child support payments received by wife
O True [ False R
8. Tips v
O True [ False
h. Gifts and inheritances
0O True (O False
i. Clothing allowance
d True (O False
6. Moving expenses are deductible even if a member

uses the standard deduction instead of itemizing.
his deductions.
{7 True {3 False “

Multiple Choice Quiz

- Directions—Circle the appropriate letter to seldCt
the answer to each of the following questions.
1. - Gross income includes

A. the value® of property acquired by inhefitance.

B. the value of property acquired in exchange for
services performed.

C. the value of property acquired by gift.

D. the value of services donated to an exempt ~
charitable organization.

E. none of the above.

Gross income includes

A. interest on savings account acquired by inherit-
ance.

B. income from property acquired by gift.

C. income from property acquired by bequest.

D. income from property acquired by purchase.

E. all of the above.

3. The sick pay exclusion for a person who receives

his regular salary and 1s absent from work because

of injury but not hospitalized starts on the
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A. first day of absence.

B. thirty-first day of absence.

C. seventh day of abtence.”

D. eighth day of absence.

E. thirtieth day of absence. '

Gross income includes

cash inherited from a decedent parent.

uniform allowance paid to U.S. Army officer.

. mustering out payment to”enlisted man.

. quarters and subsistence furnished to an en--
listed man.

. none of the above.

ross income includes

. basic family allowance for quarters paid to a
serviceman.
veteran's pension for injuries resulting from ac-
tive service in the British Army. ,

- military retirement pay, based on length of
sexvice.

. bonuses paid by States to veterans.

- value of automobile received by a disabled
veteran.

mg O & >0 goOwy

.

Question—Answer Quiz

i.

‘d
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If an enlisted seryiceman is hospitalized in the
United States as tle result of wounds suffered in
the combat zone is he entitled to a combat zone

2,

exclusion on any part of his compensation received
during such hospitalization? If he was hospitalized,
as the result of combat wounds, in the U.S.A. on
13 April would he be entitled to the combat zone
extension for filing his income tax return?

Cpl. Peter Primrose was involved in an automobile
accident. He received $1,500 from the insurance
company as payment for physical damage caused
by a whiplash to his neck. Should he include such

* amount as gross income? o

How should the following items be treated for

income tax purpgses? s

a. Reimbursement of $175 for official travel, the
actual cost of.-which was only $150.

b. Allowance for required officiat entertainment of
$500, the actual expense of which was $650,
including $20 for extra maid (cost of maid not
ordinary and necessary).

¢. Reimbursement of' $380 for movement of de-
pendents on official permanent change of sta-
tion, the actual cost of which was $275.

If the distance -between a member’s former resi-

dence and his former duty station is 21 miles, how

many miles must his new duty station be from his
former residence'to qualify for a moving ekpense
deduction?

How long must a rhember work in his new duty

station jn order_to qualify for a moving expense
deduction? '
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Chapter 5. Percentage Standard Deduciion, Low Income
Allowance, ltemized Deductions, and Credits

Introduction

This chapter discusses deductions allowable from

_adjusted gross income_to arrive _at taxable income The

taxpayer may elect to itemize deductions, take the per-
centage standard deduction, or low income allowance
These deductions are in addition to “deductions for
adjusted gross income™ discussed earlier The taxpayer
should, of course, elect the type of deduction that gives
him the greatest tax benefit. This chapter also discusses
certain credits allowed to individuals beginning in 1975.

c -

Objectives

Participants should be able to explain the foupwmg
concepts:

(1) The advantages of using the percentage standard
deduction, the low income allowance, or itemized deduc-
tions. )

(2) Those nonbusmess expenses which can be de-
ducted from adjusted gross income to arrive at taxable
incopme, i.e.,

(a) Medical expenses

(b) Contributions

(c) Taxes

(d) Interest

(e) Other expenses
Applicable forms for this chapter include:

Form No.

2441 Expenses for Household and Dependent Care,

Services

Percentage Standard Deduction

In most cases the amount of the percentage standard
deduction depends upon the amount of the taxpayer's
adjusted gross income. The percentage standard deduc-
tion is allowed instead of itemized deductions and
certain credits. The taxpayer should use it when it ex-
ceeds the total of his deductions which may be itemized
on his return and when it is not advantageous to claim
a foreign tax ¢redit. Its use relieves him of substannatmg
itemized deductions.

An individual who may be claimed as a dependent by
another taxpayer, and had unearned income during the
year, is subject to a limitation on his standard deduction.

The taxpayer's standard deduction is based only on
the amount of “earned income” such as: wages, salaries,
fees, or other amounts received as compensation for
personal services actually rendered. Dividends, interest,
alimony, royalties, and rents do not qualify as earned
income but are examples of unearned income.

For further details concerning this limitation see
Chapter 1 of Publication 17.

For 1975 tax years the percentage standard deduction
on the return of a single individual is 16% of adjusted
gross income up to a maximum of $2,300. On the joint
retyfn of husband and wife the maximum amount is
$2/600 or 16% of adjusted gross income, whichever is

less. On the separate returns of a married taxpayer, the
percentage standard deduction is limited to $1,300. As

pointed out 1n Chapter 7 under the section dealing with |
_mulitary personnel mamied to.aliens” a serviceman who

15 married to a nonresident alien must file a separate
return and 1s limited to a $1,300 percentage standard
deduction. The percentage standard deduction may not
be used by one spouse if the other itemizes deductions.

.

Ilustration—1975 .
(1) Gross Income (Wages, interest, dividends, etc.) $18,000

(2) Sick Pay (Deduction for adjusted gross income) 500
(3) Adjusted Gross Income .......coenvunnnnn $17,500
(4) Deductions From Adjusted Gross Income:
. Percentage Standard Deduction ........ ,600
Deduction “for Exemptions (2) ........ 1, 500 4,100
(5) Taxable Income ¥........coviiiiinnins, '$13,400
L3 s

Adjusted Gross Income of Less Than $15,000

In this situation taxpayers whose standard deduction
is not limited and who are not itemizing deductions
must use the optional tax tables. The tables.can be
found in the “Instructions for preparing your Federal
income tax return for 1975."

+

Low Income Allowance

The low income allowance Benefits low income tax-
payers by removing many of them from the tax rolls.
In 1975, this allowance is $1,600 for single persons,
and §1,900 for married persons filing joint returns (and
surviving spouses) For married persons filing separate
returns the low income allowance is $950. The Tax'
Tables automatically take this allowance into account.

The low income allowance may not exceed the tax-
payer’s earned income when the taxpayer’s dependency
exemption is allowable to another taxpayer.

For example, an unmarned full time student who is
an eligible dependent of hus fathier has $600 from wages
(earned income) and $1,800 from dividehds (unearned
income). The low income allowance of $1,600 1s Limited
to the earned income of $600. In this case the Tax
Tables cannot be used, The tax must be figured by
folluwing the special instructions contained on the tax
return.

I3

_Married Person Filing Separate Returns

¢ If a husband and wife file separate returns, both
must itemize or both must take the standard deduction.

o If they do not itemize, one spouse may not use the
low income allowance 1f the other spouse uses the per-
centage standard deduction. However, if one spouse
uses the standard deduction column the other may use
the low income allowance if:

(1) the first spouse’s tax is higher under the low
income allowance colump than under the standard
deduction column;

”
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(2) the first spouse’s tax is lower under the low in-
come allowance column than under the standard
deduction column; and !

(3) the combined tax of both spouses ‘s lower than
it-would be if both used the standard deduction column.

Married Individuals Living Apart *

Married individuals living apart are not subject to the

(3) He is able to substantiate the deductions claimed.
The more common types of allowable deductions are.

Medical and dental expenses .
Charable conniibutions

Education

Certain investor's expenses *

Interest expense

State and local taxes

Alimony

Household and dependent care expenses

dollar limitations--nor the restrittions-on-the use-of the- Tax-return-preparation-fee - - -

itemized or nonitemized deductions. If they meet the
test below, they are not considered married. Therefore
they may fik as single persons and, if they otherwise
qualify, use head of household rates, and may use
whatever method of_ deduction they choose, subject
only to the applicable hmitations. .

To qualify for this exception:

¢ the spouse must file a separate return and

¢ the spouse must maintan as her (or his) home, a
household which, for more than oneshaif of the entire
taxable year, is the principal place of abode of a de-
pendent who 15 a son, daughter, stepson, or stepdaughter
for whom the spouse 1s entitled to a dependency deduc-
tion and . .

¢ the spouse must furnish more than one-haif of the
cost of maintaining the household and

o the other spouse did not live in taxpayer’s home at
any.time during the tax year.

Both or either spouse may qualify for the special
exception under the definttion. ' .

Optional Tax Tables

_ Optional tables are provided to determine tax liabili-
ties of persons not itemizing deductions, whose gross
. income is less than $15,000. The tables for married
persons filing joint returns and unmarried persons auto-
‘matically take into consideration the greater of the per-
centage standard deduction or low income allowance.

For married persons filing separately two tables are -

>provided; one using the percentage standard deduction
and the other using the low income allowance.

A married person who files a separate réturn on
Form 1040 or Form 1040A and elects to have his tax
computed by the Internal Revenue Service will find that
such tax is compuled under the percentage standard
deduction rather than under the low income allowance,
unless he attaches to his return a statement that the tax
of his spouse was not determined on the basis of the
percentage standard deduction.

A taxpayer with a reduced percentage standard de-
duction because his dependency exemption.is allowable
to another taxpayer may not use the optjonal tables.

Itemized Deductions

As previously explained, the taxpayer has a choice of
- itemizing deductions, claiming the percentage standard

deduction, or claiming the low income allowance. A
taxpayer’s decision to itemize deductions depends on
whether:

(1) His itemizggd deductions exceed the percentage
standard deduction or the low income..allowance,

(2) It is advantageous for him to claim the foreign
tax credit, and

[y

Work clothes -~
Casualty Josses

Medical and Der.ltal Expenses—Schedule A,
(Form 1040)

If deductions are itemized a taxpayer may deduct
medical and dental expenses in accordance with certain
limitations. The rules for determining the amount of the
medical deduction, the definition of the term “medical
expenses,” and a list of the more common expense items
are set out below.

The expenses of the taxpayer, his spouse, or depend-
ent may be deducted to the extent that the expenses
exceed three percent of zdjusted gross income. In com-
puting medical expenses, however, drugs and medicines
can Be taken into account only to the extent that they
exceed one percent of adjusted gross income.

In addition, one-half the amount paid for deductible
medical insurance will be allowed as a deduction with-
out regard to the three percent limitation. This deduction
will be limited to $150. The other one-half you pay for
such insurance, plus the excess over the $150 limit, will
be deductible but subject to the regular three percent
rule.

There is no maximum limitation on the medical
expensc deduction.

Medical Expensess of bependent

In computing medical -expenses the taxpayer may in-
clude amounts paid on behalf of a dependent or a
person who could be claimed as a dependent except for
the fact that such person had income of $750 or more
or filed a joint return. This status must exist at the
time the expenses were paid or incurred.

Example: In 1975, Major Fox furnished more than
half the support of his son, including medical expenses
of $800. His son, age 22, is not a student and earned
$900. He cannot be claimed as a dependent since he
had income of $750 or more. Nevertheless, in comput-
ing medical expenses, the taxpayer may include the
$800 medical expenses paid on behalf of his son.

The taxpayer may deduct the medical expenses paid
for an individual for whom the taxpayer meets the
support test under a multiple support declaration, even
if the taxpayer may not claim the person as a dependent
because of the $750 income test.

Only the medical expenses actually paid by the tax-
payer will be included in the deduction. Amounts paid
by other parties to the agreement may not be deducted
by anyone. But, if the taxpayer actually pays all the
person’s medical expenses, the taxpayer may include
all those in computing deductible medical expenses.

When Dedudtible—Reimbursements .

~Medical expenses are deductible only in the year
paid. Thus, prior years' medical expenses paid in the

ERIC
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current year are includible in computing the deduction
but advance payments are not. Advance payments are
considered to be deposits and may be deducted in the
year that such deposits sausfy an actual medical cost.
The total expenses must be reduced by any reim-
bursement received from insurance or other sources.
Amounts received as reimbursement for loss of earnings
or damages for personal injuries are not considered as
reimbursements for medical expenses. If a taxpayer is

allowed a medical expense deduction in one year and is,

reimbursed in another, the reimbursement must be in-
cluded in gross income in the year received, to the
extent of the deduction claimed.

Definition of Medical Expenses

"Medical expenses” 1s broadly defined. It includes any
payment for the diagnos:s, cure, treatment, mitigation or
prevention of disease, or for the purpose of affecting
any bodily function or structure, premiums paid for
«ertam accident or health nsurance, and transportation
expenses primarily for and essential to medical care.

Some of the more common deductible items are:

{a) Fees paid to physicians, dentists, Osteopaths, etc
(b) Fees paid to practical or registered nurses

(c) Cost of medicine and drugs

(d) Fees paid to hospitals for care

(e) Artificial limbs and teeth, heanng aids

(f) X-rays, clectrocardiograms, blood tests

The following items are not deductible:

(a) Cost of illegal operatioils
(b) Cosmetics .
(c) Vitamuns for general health not recommended by, a
physician

(d) Vacation trips (under most circumstances)
(e¢) Toothpaste and brushes .
(f) Maternity clothing; diaper service -
(g) Funeral expenses
(h) Veterinarian fees

Notes: (1) Since almost all the medical and dental
treI:ment of military personnel and their dependents’ is
administered free of charge, a tax deduction for such
expenses will be rare except where 1t involves amounts
paid on behalf of a dependent fiot covered by military
facilities. (e.g., pagents)

(2) For furthér information regarding medical and
dental expenses see Publication 17. .

pont@buﬁons—sghedule A (Form 1040}

Aruitoxt provided by Eic:

Individuals may deduct contributions they make to
qualified organizations—those which have been ruled as
qualifying organizations for purposes of the contribution
deduction. Generally, an organization knows if it has
received a favorable ruling. Some organizations which
qualify are:

Official ship, station or post funds used solely for recreation,
amusement and welfare of service personnel, United Funds,
Chests or Foundations, Churches, Schools and Hospitals

(nonprofit), YMCA-YWCA, Police Boys Clubs, Boy and
Girl Scouts, DAR, American Legion and Amvets.

Nondeductible Contributions

A contribution 15 deductible only if made without any
consideration or benefit coming to the donor. Thus,
tuiion to a parochial school 1s not deductible, neither

’

are dues to a lodge or veterans organization. Gifts to
individuals are not deductible. Nor may a deduction be
claimed for amounts given to a charitable organijzation
if the taxpayer is permitted to specify that his contribu-
tion is to benefit an individual of his choice

Contributions to or for the following are not de-
ductible:

Pre-adoption expenses

Civic leagues, social Jubs and international organizations
Communist Organizations

Chambers of Commerce

Gifts to individuals

Blood donated to Red Cross or other blood banks

[

Cash or property

Contributions must actually be paid in cash or prop-
erty before the close of the tax year to be deductible If
the contnibution s made 1n nonappreciated property, the
fair market value of the property, not its cost nor its
sentimental value, 1s the controlling factor in determin
ing the amount of the contribution for purposes of the
deduction.

Special rules apply to contributions of appreciated
property, that is, all property which would give rise to
any gain if sold. In certain cases, depending on the type
of property, the use which is made of the property, or
the identity of the recipient, the taxpayer giving appre-
ciated property must reduce the amount claimed as a
deduction. Should you incur this type of contribution,
please refer to Chapter 23 in Publication 17 for addi-
tional information. .

The fair market value of property must be used as
the amount of the deduction if the fair market value at
the time of the gift is less than its cost (e.g., used
clothing). The value of services rendered or the reason-
able rental value of property, the use and occupancy of
which is donated to a qualified organization, are not
deductible contributions. However, amounts, expended
for travel expenses (including board and lodging while
away from home overnight, gas and oil, but not depre-
ciation) in connection with donated services are allow-
able contributions, if reimbursements are not received
Also deductible are some “out-of-pocket” expenses
which are paid in rendering services to a qualified
organization.

Note: Instead of a deduction for actual expenses for
gas, oil, etc. of an automobile, taxpayers may deduct a
standard mileage rate of 7¢ per mile plus parking fees
and tolls as a contribution. Depreciation, insurance, and
repairs are not deductible.

Time for Deduction

The deduction isgllowable only for the tax year in
which the contribution is actually paid. Thus, a pledge
of a contribution, even though it might be enforceable.
does not give rise to a deduction.

Limitation on the Deduction

In general, the taxpayer’s charitable contributions
cannot exceed 50% of adjusted gross income for, the
year (computed without regard to net operating loss
carryback). Contributions to most charities may be
deducted up to 50% of adjusted gross income. How-
ever, contributions to certain nonoperating foundations,
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veterans' organizations, fraternal societies and cemetery
organizations, and contributions for the use of any
charitable organization, are limited to 20% of adjusted
gross income. Also, there is a 30% of adjusted gross
income limitation that applies only to contributions of
ceftain capital-gain property.

Refer to Chapter 23 of Publication-17 for additional
information concerning these limitations.

Carryover

If the taxpayer’s contributions to organizations which
are subject to thge50% deductibility limit (or 30% limit
for capital gain Zroperty) exceed that limit in the year
paid, then such excess may be deducted in subsequent
years. The amount in excess of 50% (or 30%) of his
adjusted gross income may be treated as a charitable
contribution in each of the five succeeding years in order
of time (until it is used up) but not beyond that time.
The 50% (or "30%) limitation on deduction for
charitable contributions remains 1n effect with respect
to.the five succeeding years. -

Contribytions which may be carried over are only
those made to the organizations for which deduction
may be taken in an amount of up to 50% (or 30%) of
the taxpayer's adjusted gross income. Therefore, it does
not include contributions to private - foundations to
which the 20% limit applies.

- Chapter 23 in Publication 17 contains additional
information concerning contributions.

Taxes—Schedule A (Form- 1040) ;

Generally, taxes for which a taxpayer is legally liable
are deductible only in the year paid. Those which may
be taken as deductions are certain foreign income taxes
{except when foreign tax credit 1s claimed) and foreign
real property taxes and the following State, municipal,
and county taxes:

(1) real property '

(3) personal property

(3) income

(4) general sales (see tables in Federal Income Tax
Forms)

Note: When using the Sales Tax Tables to determine
the amount of sales tax deductible on Schedule A
(Form 1040), add to the amount shown on line 15,
Form 1040 (adjusted gross income), nontaxable items
which increase spendable income such as social security,
railroad retirement benefits, sick pay exclusion, untaxed
portion of long-term capital gains, etc. This may increase
the sales tax deduction.

(5) gasoline (see tables in Federal Income Tax

Forms)

Taxes which may not be taken as a deduction are:

(1) cigarettes, tobacco and liquor

(2) auto registration and inspection fees

(3) drivers’ licenses, except if they qualify as per-
sonal property tax

(4) poll taxes

(5) admission taxes
. (6) Federal taxes

(7) Social security taxes

(8) State inheritance, estate, legacy and gift taxes
(9) Foreign personal property, general sales, or gaso-
line taxes.

Real Estate Taxes

These taxes can be dedugted only by thé owner of the
real estate upon which the tax is imposed. If the pur-
chase of real property involves the assumption of back
taxes the payment of such taxes is not deductible, When
real property is sold the deduction for real estate taxes’
must be apportioned between the buyer and seller ac-
cording to the number of days in the real property tax
year that each held the property. Real.estate taxes paid
in escrow are not deductible until patd out of the escrow
account to the taxing agency.

Taxes Paid for Another

Since, normally, taxes are deductible only by the per-
son upon whom they are imposed, tazes paid for an-
other are not deductible. Thus, for instance, a husband
filing a separate return may not deduct taxes paid on his
wife's property or the payment of her state income
taxes Of course, these taxes could be deducted on a
joint return.

When Deductible «

Generally, taxes are only deductible in the year they
are paid. Thus, amounts withheld from a taxpayer's
salary for state income taxes are only deductible in the
year they are withheld.

Nondeductible Taxes

Regulatory Taxes, such as marriage licenses, hunting
licenses and dog tags are not deductible. Service charges,
such as water and sewer bills, are,also nondeductible.

Assessment for Local Benefits which tend to ncrease
the value of a taxpayer’s property, such as assessments
for the construction of water and sewage systems, are
not deductible.

Note: Chapter 22 in Publication 17 deals further
with the subject of taxcs.

~

Interest Expgnse—ScheduIe A (Form 1040)

Generally, all interest paid by a cash basis taxpayer
on debts for which he is legally liable is deductible. The
debt must' (1) result from an actual debtor-creditor
relationship in which repayment of the loan is intended,
and, (2) be based on a valid obligation to pay a fixed or
determinable sum of money.

Thus, a deduction is not allowed for interest payments
made by a taxpayer on behalf of another person if the
taxpayer has no legal obligation to make the payments,

Example: A taxpayer lives in a home owned by his
mother, whom he supports, He makes the payments on
her mortgage. He cannot claim an interest expense de-
duction since he has no legal obligation to make such

' payments.

Interest payments on personal loans, home mortgages
(including prepayment penalties) and installment pur-
chase contracts are the more common types of interest
deductions. The amount of interest is usually separately
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stated on personal loans and home mortgages and they
do not present a probiem of computation. However,
discounted notes and installment buying may require
special computation.

Forfeited Intersst Dsduction

For tax years beginning after 1972, individuals may
deduct from gross income the amount of interest for-
feited on premature withdrawal of* funds from a time-
savings account.

Form 1099-INT usually indicates the “total” interest
payable on the time-savings account. Any interest for-
feited and not received is deductible from gross income.
Enter the loss on line 41 of Form 1040.

Note Discount

When money is borrowed, the note sometimes is for
more than the amount received. That is, the interest is
subtracted from the face amount of the note and the
borrower receives the balance. A cash basis taxpayer, in
such a case, can only deduct the interest as the pay-
ments on the note are made. Part of each payment
represents interest and is deductible in the year paid.

Example: Taxpayer signs 4 note for $1,200 on 30
March, payable in twelve equal monthly installments
beginning 30 April. The note is discounted and he
receives only $1,128. The discount of $72 is considered
paid in twelve equal installments of $6. Thus, for the
first year the deduction is $54, or nine payments of $6
ecach.

Mortgage Intsrest and Service Charges )

Only the portion of the mortgage payment attributa-
ble to interest is deductible as such. The term “points”
is sometimes used to describe the charges paid by the
borrower to the lender as loan origination fees, maxi-
mum loan charges, or premium charges. If these charges
are paid solely for the use or forebearance of money,
they are deductible as interest. If the payment of these
charges is compensation for specific services that the
lender performs (such as the lender's appraisal fee, the
cost of preparing the mortgage note or deed of trust,
settlement fees or notary fees, etc.) then it is not
interest,

The amount of “loan origination fees” charged by

the lender in addition to the maximum rate of interest

permitted to be imposed upon VA Insured loans is not
interest. “Points” which are actually loan placement fees
that the seller may be required to pay the lender as a
condition to arranging financing terms for the buyer
are not deductible as interest. Prepayment penaltics
required to be paid to the holder of a mortgage for the
privilege of prepaying the mortgage aro deductible as
interest,

For more information on mortgage interest refer to
Publication 17,

A charge levied by a retail store on its “revolving
charge account” customers only in the event the full
balance of the account is not pald within 30 days is
deductible as interest if the charge is (1) not a fixed fee
but is based on the customer’s unpaid balance (2) com-
puted monthly, and (3) solely for the privilege of
deferring payment.

L

Instaliment Payments

If personal property, such as an automobile, radio,
television set, etc., is purchased on the installment plan
in which the carrying charge or finance charges are
separately stated, but the interest charge cannot be
ascertained, a portion of the payments may be treated
as interest.

The amount of the tarrying charge that may be
deducted as interest is the lesser of: (a) an amount
which represents six percent of the average unpaid
balance, or (b) the portion of the total fee or service
charge allocable to the year. Because of this limitation,
two computations are necessary:

First—Divide the total stated carrying charge by the
number of months in the contract. This gives the
monthly carrying charge. Then multiply this monthly

carrying charge by the number of months the contract’

was in existence in the taxable year. This gives the total
carrying charge that may be allowed for_that year.

Second—The average unpaid balance is determined
by adding together the amount of the unpaid balance
at the beginning of each month of the year, during
which the contract was in existence. This total must be
divided by twelve to get the *average unpaid balance,”
regardless of the number of months the contract was in
existence. Compute six percent of this “‘average unpaid
balance.” ~ )

The amount of the deduction is the lesser of the
amounts determined above.

Example: On 22 June, taxpayer purchased a home
freezer for $254 plus a carrying charge of $20. He
made a down payment of $50 and agreed to make
sixteen monthly payments of $14 each, on the twenty-
second of each month, beginning 22 July. The portion
of the carrying charge deductibie s interest 15 computed
as follows:

(1) Carryingcharge ......covvvvnneenn 20.00
Carrying charge per installment ($20.
divided by 16 installments) ..... , 1.25
Multiply by number of installments
paid in the return year ......... X 6
Carrying charge allocable to return
YA o vvvrvnrrrresnesnnsrsonnss $7.5¢
(2) Unpaid balance (including carrying
charge) outstanding:
July 1 ($254 420~ 8§50) ....... 224.00
August 1 ...ooiiiiiiiiiiiiennis 210.00
September 1 ........vviiieeennt 196.00
October 1 ...ovvvvinnnnns, .. 182.00
n November 1..n....cvvvvevinnenn 168.00
December 1 ...oivivivnivennnnes 154.00
Total monthly unpaid balance ..... $1,134.00
Average unpaid balance ($1,134 di-
vided by 12) ....ovvvnninnn tees 94.50
6% Of $94.50 v vvvvvrinnininnnns $5.67
(3) Interest deduction allowable (Lesser of -
computation under (1) or (2)) .. $5.67

A deduction may be taken for interest paid on tax
deflciencies, but any amount which is designated as a
penalty is not deductible. No Interest is deductible if
borrowed money is used to purchass or carry tax-
exempt securities,

Pald in Advance .

" A taxpayer using the cash method of accounting who
pays interest in advance for a perlod extending more

LX)
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than 12 months beyond the end of his current tax
year must deduct this amount ratably over the tax years
involved. Interest paid in advance for a period not in
excess of 12 months following the end of his current
tax year may be deducted by a cash method taxpayer
in the year paid, if the deduction does not give ris¢ to
a material distortion of income.

Losses—Schedule A (Form 1040) .

‘Loises';-bu!‘u}:tibl'e

(1) Losses to taxpayer's property used for personal
purposes sustained as a result of fire, storm, shipwreck,
sonic boom, or other casualty, or from theft, are
deductible to the extent they exceed $100 for each cas-
ualty or theft. Such losses must be further reduced by
the insurance or other compensatxon the taxpayer re-
ceives or expects to receive. .

Progressive deterioration of property through a stead-
ily operating cause is not considered a casualty. Termite
damage to a residence normally occurs over a prolonged
period of time and is not considered a casualty. Nor is
it a casualty when an individual loses an article through
carelessness or negligence. Further, the deduction is lim-
ited to the taxpayer’s property. Damages paid by the
taxpayer for injury to someone else's property are not
deductible unless the injuries arose out of the taxpayer’s
business.

Loss arising from theft or embezzlement is considered
sustained during the taxable year in which the loss is
discovered by the taxpayer.

The amount of loss to be deducted is the lesser of

(1) the decrease in the fair market value of the prop-
erty as a result of the casualty, or (2) the taxpayer's
adjusted basis in the property. This amount must be
reduced by insurance or compensation received or
expected.

Example’ Capt. Black had purchased a partel of land
in prior years for $1,000 and had erected his residence
thereon™at a cost of §7,000. Subsequent improvements
to the property were made at a total cost of $2,000.
Immediately before a storm, the land and house had a
fair market value of $18,000. The storm completely
destroyed the house, leaving no salvageable residue. The
land, despite some storm damage, had a fair market
value immediately after the storm of $2,000. The
amount recovered through insurance was $7,000. The
taxpayer has a deductible casualty loss of $2,900, com-
puted as follows:

Step (1):

Fair market value of property immediately before
CRSURILY oovviiiivnnnnrervrnnncinonnonns $18,000

Fair market . value of property immediately after
CASURILY ..ttt ittt 2,0

8

Decrease in fair market value . ....covvvvnens. $16,000

INSUTANCE TECOVEIY vvvvviiivvirnvnnnssnson . 7,000

Difference .....vvvvveerernennerocinnnninn. $ 9,000

Step (2):

Adjusted basis of property: .
Costof Iand .vovvnveernnnnnnnnnss Cveees $ 1,000
Cost of hoUSE ...vvviivvervninnnnennnnnss 7,000
Cost of improvement .............o0v0ven. 2,000
Adjusted basis of property ................ $10,000

INSUrance TECOVEIY ..ivini v irnsoininnnnnns 7,000

Difference .......oovvevverennnennnennnenns $3,000

The deductible loss is limited to the lesser of the
differences obtained in Step (1) or (2), munus the $100
reduction, or $2,900. .

(2) A loss occasioned by damage to taxpayer's auto-
mobile maintained for pleasure 15 deductible to the ex-
tent it exceeds $100 and is not covered by insurance,
unless it is the result of a willful act or the willful
negligence of the taxpayer. If damage to his automobile
results from the faulty driving of the operator of an
automobile‘with which the automobile of the taxpayer
collides, the loss occasioned to the taxpayer by such
damage is likewise deductible. The loss must be caused
by an identifiable event of a sudden, unexpected, or
unusual nature, not deterioration.

Example. . An, automobile not used for business was
involved in an accident. The original cost of the auto-
mobile was $2,800. Its far market value immediately
before the accident was $1,400. After the accident, the
only value was salvage value of $150. The amount
recovered through insurance was $750. Taxpayer had
deductible casualty loss of $400, computed as foliows:

Fair market value of auto immediately before
casualty ....... A b e er e e e eree s $1,400
Fair market value of auto immediately after casualty 150

Difference, but not in excess of cost or adjusted basis Sl 250
INSUrance FeCOVEIY ..vivvvvrveninnronnnennnos 750

Total 105S .ovperinnnineeirronnnnerennnss w s $ 500
Less: $100 reduction ............ [P 100
Deductible 10SS ... vviiieiniertininennnnnnnes $ 400

(3) If a taxpayer sustains a loss from a disaster, and
the disaster occurred in an area later determined by the
President of the United States to warrant assistance
by the Federal Government under the Disaster Relief
Act of 1970, he may elect to deduct that loss on his
return for the tax year immediately preceding the
taxable year in which the casualty occurred. If he
makes the election, the loss will be considered as having
occurred in the preceding year. See Chapter 37 1n
Publication 17 for procedures for making the election.

(4) Wagering losses to the extent of wagering gains.

Losses—Not Deductible

(1) Damage to household furniture or furnishings in
transit or storage unless occasioned by fire, storm, ship-
wreck, theft, or other casualty.

(2) Fines and penalties imposed by courts-martial
and civil courts, -

(3) Accidental losses of property, such as a ring from
a finger.

(4) Unrealized depreciation in the market value of
stocks and securities. | '

(5) Wagering losses in excess of gains.

(6) No deduction is allowable for loss resulting from
sales or exchanges of property—

(a) Either directly or indirectly between members
of a family, which includes the taxpayer's spouse, broth-
ers and sisters (whether by the whole or half blood),
ancestors, and lineal descendants.

(b) Except for distribution in liquidation, between
an individual and a corporanon in which the taxpayer,
owns individually or in conjunction with members of his
family, owns more than, 50 percent in value of the
outstanding stock.
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(c) If wathin 30 days before or after the sale or
exchange of stock’ or securities, the selier acquires by
« purchase or taxable exchange, or contracts to acquire
substantially 1dentical stock or securities.
{d) Used as the taxpayer's personal resxden..e up to
the time of sale.
, (7) Losses from death to trees as a result of diseas®
or attack by insects.
(8) Amounts paid by taxpayer for damages to anoth-
er's property.
Refer to Publication 17 for information on how to
report these losses.

-

Miscellaneous Deductions—Schedule A
(Form 1040)

The remainder of this chapter will be devcéed to
those itemized deductions which, if deductible, should
be entered in the last category of itemized deductions
on Schedule A (Form 1040), (i.e, miscellaneous de-
ductions),” and to miscellaneous items which are not
deductible.

Expenses for Child and Dependent Care Services

The amount paid by a taxpayer for these employment-
related expenses are deductible if he furnishes over half
the cost of maintaining a home which is the taxpayer's
principal residence as well as the principal residence of
one or more of the followng individuals:

(1) A dépendent of the taxpayer under the age of 15
for whom the taxpayer is entitled to claim a dependency
exemption.

(2) A dependent of the taxpayer (or a person who
could be claimed as a dependent, if it were not for the
gross income test) regardless of agé who is physically
or mentally incapable of self-care, or

(3) The taxpayer's spouse if physically er mentally
incapable of self-care.

If the taxpayer is married, over half of the cost of
maintaining the household must be supplied by the tax-
payer and spouse, and the taxpayer and spouse must
live together.

Limitations on Deductible Amounts

The deduction is limited to the amount incurred dur-
ing any month, but it may not exceed $400 per month
when the expenses are incurred in the taxpayer’s house-
hold. When incurred outside the taxpayer’s household
for the care of a dependent under 15,.the expenses are
deductible only to the extent they do not exceed in any
one month the following amounts:

(1) $200 for one child,

(2) $300 for two children,

(3) $400 for three or more children.

Expenses incurred outside the taxpayer’s household
on behalf of a disabled dependent (unless under 15) or
a disabled spouse are not deductible as household or
dependent care expenses. However, such expenses may
qualify as medical expenses.

When the taxpayer's adjusted gross income exceeds
$18,000 for the year, the amount of the deductible
expenses incurred during any month must be reduced
by that portion of one-half of the excess of the adjusted
gross 1ncome over $18,000 which 1s properly allocable

<

to that month. In the case of a married couple, the
combined adjusted gross sncome of the husband and
wife on their joint return is taken into account for this
purpose. The adjusted gross income limit has been
raised to $35,000 for calendar year taxpayers beginning
fn 1975.

Reduction of Expenses by Certain Payments
If the expenses are incurred during the year for a

.disabled dependent, they are reduced by the amount

that the sum of (1) his adjusted gross income for (}he
year and (2) the nontaxable payments he receives (ex-
cept gifts) because of his physical or mental condition
exceeds $750.

Example: The taxpayer, a wi
ment-related expenses of $200 per

w, incurred employ-
onth for 1975 on

_behalf of a disabled sort. The son had*an adjusted gross

income of $500 for 1975 and received $1,152 (896 per
month) for 1975 from the Veterans Administration as
disability compensation. Since $1,652 ($500 plus
$1,152) exceeds $750 by $902, the taxpayer may de-
duct only $1,498 (32,400 less $902) as employment-
related expenses on her 1975 return.

If the expenses are incurred for a physically or
mentally incapacitated spouse, they are reduced only by
the nontaxable disability payments (except gifts) re-
ceived by the disabled spouse.

The amount of the deductible employment-related
expenses is reduced by these payments before the over
$18,000 ($35,000 for 1976) adjustment discussed
above is made.

Married Couples

If the taxpayer is married at the close of the taxable
year, the deduction is allowed only if the taxpayer files
“a-joint return with his spouse, and the deduction ipplies
only during any month in that part of the year when
both spouses are gainfully employed on a substantially
fulitime basis (unless one spouse is physically or
‘mentally incapable of self-care).

If the taxpayer is married but is living apart from his
spouse, he is considered as unmarried for purposes of

* this deduction if he meets the test explained at the

beginning of this chapter under “Married Individuals
Living Apart”.

Payments tq Related Indivjduals

No deduction 1s allowed for payments made for em-
ployment-related expenses if the payments are made to_
a related individual or a dependent household member.
A related individual for this purpose includes the tax-
payer's child, stepchild, grandchild, brother, sister, step-
brother, stepsister, parent, ancestor of either parent,
stepparent, niece, nephew, aunt, uncle, in-laws and an
individual (other than taxpayer's spouse) who is a mem-
ber of the taxpayer's household and lives with him for
the entire year and is his dependent.

Form 2441 1s used to figure the deductible expenses
for child and dependent care services. Chapter 25 in
Publication 17 treats this subject in depth.

1

Uniforms

It is the position of the Service that the cost and
maintenance of uniforms are allowable deductions if.
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(1) the uniforms are specifically required as a condition
of employment, and (2) are not of a type adaptable to
general or continued usage to the extent that they take
the place of ordinary clothing.-In order to determine
whether both of the required tests have been met, con-
sideratioh must be given to the particular facts in each
case, and the occupation of the taxpayer iy not necessar-
ily controlling, The fact that a uniform might be re-

- quired as a condition of employment is not, of itself,
sufficient to warrant the allowance of the deduction. For
example, military apparel is specifically required to be
worn by members of the umiformed services. However,
such appatel is adaptable generally to continued wear to
the extent that it replaces regular clothing; consequently,
no deduction is allowable for the cost and maintenance
of such a uniform.

Note..The deduction of the cost and maintenance of
uniforms of a distinctive type does not extend to ordi-
nary work clothing, the cost and maintenance of which
is a nondeductible personal expense.

.

(1) Army Officers’ Equipment

The cost of equipmen/t, to the extent only that it is
especially required by this profession and does not take
the place of articles required by civilian life, such as
corps devices, Sam Browne belts, epaulets, campaign
bars, aiguillettes and swords, are deductible.

(2) Naval Officers’ Equipment

The cost of gold lace, cap devices, and insigma of
rank, which are additions to the uniform and are re-
quired by his profession, are deductible.

(3) Reservists of the Armed Forces
" Reservists of the Armed Forces may deduct the cost
and maintenance of uniforms which may be worn on
active duty for training or for temporary perfods when
attending service school courses or training assemblies.
However, such costs must be reduced by the reimburse-
ment received.

-

Fatigues.

Amounts expended by members of the armed services
of the United States on active duty for the purchase and
maintenance of required military \fatigue uniforms,
where local military regulations profibit their off-duty
wear, are, to the extent the eXpensehxceed allowances
received therefor, deductible for Federal income tax
purposes as ordinary and necessary business expenses
provided such taxpayers itemize their deduction.

Alimony Payments

Generally alimony payments are deductible by the
husband and are includible as taxable income by the
wife Such payments cannot be counted by the husband
in determining how much support he pays for his chil-
dren to establish them as dependents. In fact, unless
payments are specifically designated by the terms of the
decree, instrument or agreement as support of a minor
“child, such payments constitute alimony, deductible by
the husband and includible by the wife. If payments are
made for both child support and alimony, and the hus-
band pays only a portion of such payment, the amount
designated as child support will be considered first and

\

a

4 .

the excess, if any, alimony. For tax purposes a minor
child is anyone who has not attained the age of 21

regardless of what state law says. ~

What are alimony payments?

The deduction 1s hmted to amounts quahfying as
penodic payments.

(1) Required under the terms of the decree of divorce
or separation, or a written 1nstrument incident to such
decree, made in discharge of a legal obiigation based
on the marital relationship, and paid after the decree.

(2) Made under a wntten separation agreement
entered 1nto after 8, 16,54, made after the agreement
was executed, and the husband and wife live apart and
file separate returns.

{3) Made under a decree for support or any type of
court order entered after 3.'1.54 because of the marital
relationship; and husband and wife live apart and file
separate returns.

What are periodic paymenis?

Periodic payments are payments to be made over an
indefinite period of time. This is the normal situation.
Installment payments on a lump sum setilement do not
qualify as periodic payments and as such are not de-
ductible as alimony unless: *

(1) They cover a period of 10 years or less and are
subject to termination because of contingencies (e.g.,”
death of erther spouse, remarriage of the wife or change
in economic status of either spouse.)

(2) They cover a period over 10 years. In this case
they are periodic payments and deductible but only to
the extent that the sum of the payments received during
the spouse’s taxable year do not exceed 10% of the
amount specified. Payments made for back years 1n the
current year are deductible when paid by the husband
and includible by the wife regardless of the 10%
limitation. However, advance ahmony payments are
subject to the 10%/limitation and could result in an
excess of 10% of t incipal sum being nondeductible
by the husband and\no taxable to the wife.

Example: A divorcé\ddcree granted in 1973 obligated
a husband to pay his $120,000 in 1installments of
$10,000 for 12 years. band paid $10,000 in 1973,
no payments in 1974 jand $30,000 1n 1975 ¢$10,000
back alimony, $10,000 cutrent and advanced 1976 ali-
mony).

1973 $10 000 deductitile by the husband includible by wife
1975 $22,000 .....%... . \e..rreninn. [$10,000 back

plus $12,000 (10% limit))
Allotments

A serviceman, un decree for support, may
authorize a monthly allotment for, his wife, from whom
he is separated. The allotment includes a tax-exempt
quarters allowance to which he 1s entitled, plus an
amount withheld from his pay. He may deduct, and his
wife must include in her mncome, only the amount with-
held from his pay.

Lump sum settlements

Payments of a lump sum or installments not qualify-
Ing as penodic payments are not deductible by the
husbund or includible by the wife. They may represent

Ok
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property settlements. A transfer of property (e.g.,
house) uwned by the husband to a wife for the purpose
of extinguishing her inchoate dower rights in discharge

of a property settlement must be treated as a taxable
event. :

Example:
FMV 0f hOUSE wvovveves coecree cecanns . $30,000
BasIS .. veveeees veeeees e s s * 20,000
Capital gain .l.ccccrvrivresveereres oo $10,000

The wife, who receives property in exchange for her
marital rights, realizes neither gan nor loss, since the
rights she relinquished are taken to be equal mn value
to the property. '

In a community property state no gain or loss is to be
1cported because this 1s merely an equal division of
community property. )

Alimony trusis and other indirect payments

Reriodnc payments attributable to property held in
truilt, to life insurance, endowment or annuity contracts,
although taxable to the wife just as theugh she had
recewved cash directly from her husband, are not deduct-
ible by the husband. Instead, the husband would have
ah exclusion a5 to the trust income which would other-
wise be taxable to him.

Alimony is reported by wife
Alimony payments by cash or through commercial
annuity contract or endowment or life insurance policy
are reported on Form 1040, Part I, Line 34 as income.
Income from an alimony trust is reported on Sched-
ule E (Form 1040) Part III as income from a trust. *

I3

Contribution to Candidate for Public Office

A taxpayer is allowed a deduction for the amount of
political contributions made after 1971 and before
January 1, 1975 up to a maximum of $50 for a single
person or a married person fiing a separate return,
—The deduction may not exceed $100 on a joint return.

Alternatively, the taxpayer may claim a credit against
tax for his political contnbutions instead of claiming
them as an itemized deduction. The amount of the
credit 15 one-half of the amount of the political contri-
butions made with a maximum <sedit of $25 on a joint
return and $12.50 on a separate return of a married
person or a single person.

For political contributipns made after December 31,
1974, in taxable years beginning after that date the
amount of allowable deduction or credit has been 1n-
creased. Thus, for 1975, the amount of allowable de-
ductions will be $100 for a single person and married
persons filng separate returns, and will be $200 for
taxpayers filing joint returns.

The maximum credit for 1975 1s $50 on a joint re-
turn and $25 for single persons and married persons
filng scparate returns.

A political contribution for purposes of the deduction
or credit 1s a contribution or gift of money to.

t1) An mdividual, who has publicly announced that
he 1s a4 candidate for nomination or election to any
Federal, State, or local elective public office in any
prmary, general, or special election, for his use in
seeking office,

’

(2) Any committée, association, or organization
orgamized and operated exclusively for the purpose of
supporting a candidate seeking elective public office for
its use 1n furthering this purpose,

(3) The national committee of a national political
party, or
. (4) The State or local committee of a national politi-
cal party as designated by the national or State com-
mittee of the party.

An amount paid for a ticket in -a lottery, raffle,
drawing, etc., for valuable pnzes, organized for the
purpose of raising funds 1n a candidate’s campaign is
not considered a contribution or gift and therefore is
not eligible for the deduction. However, the cost of a
ticket to a political dinner or fund raising function for a
political candidate, where the event 1s essentially politi-
cal, .., pumanly devoted to political speeches or dis-
cussions, is a deductible political contribution.

Expenses for Education

A taxpayer may deduct educational expenditures as
ordinary and necessary business expenses if the educa-
tion either:

{1) maintains or improves skills required by the indi-
vidual 1n his present employment or trade or business,
or

(2) meets express requirements set by the individual's
employer or by law, which are a condition of the em-
ployee’s retaiming an estabhished employment status or
rate of compensation.

However, even if one or both of the above require-
ments 15 met, expenses are not deductible if the educa-
tion either: i

(1) is required so that the taxpayer can meet the
mimmum educational requirements for qualification in
his present employment or trade or business, or

(2) qualifies the taxpayer for a new trade or business.

Self-employed persons may ordinarily deduct ex-
penses for education if it is customary for other estab-
lished members in the tfade or business to undertake
such education to maintain or improve skills required in {
their trade or business, Employees may deduct such
expenses if incurred primarily fot a bona fide business
purpose of their employer and not primarily for their
own benefit. Employees’ expenses for educational activi-
ties may be deductible even though such expenses are
incurred voluntarily and even though the courses carry
academic credit or eventually resuit in an increase in
salary or in a promotion.

Amounts spent for tuition, laboratory fees, books,
and similar items are examples of expenses incurred for
educational purposes. If the educational activities other-
wise qualify, then the cost of local transportation (but
not commuting expenses) and the cost of travel, meals,
and lodging while away from home overnight is also
deductible.

For self-employed and for individuals employed as
outside salesmen, educatiomal expenses, the cost of
travel, meals and lodging while away. from -home, and
local transportation expenses incurred in the pursuit of
such educational activities are deductible in arriving at
adjusted gross income.

Employees, other than outside salesmen, may deduct
expenses for education oply in arriving at taxable in-
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come if the standard deduction is not elected (i.e., as
itemized deductions). But travel, meals and lodging
away from home overmght and local transportation ex-
penses incurred in the pursuit of the educational activi-
ties are deductible in arriving at adjusted gross income
whether or not'the standard deduction is ‘elected. Reim-
bursed education expenses are reported in A statement
attached to the income tax return; the amount of ex-
penses 1n excess of reimbursements 1s deductible from
adjusted gross income in arriving at taxable income.

The deductible educational expenses of a veteran of
the Armed Forces are not required to be reduced by
tax-exempt educational benefits received from the Vet-
erans Administration. :

The qualifying requirements outlined above were ap-
plied in disallowing the following:

(1) Nondeductible education expenses.—If the pri-
mary purpose for which they are incurred is to:

(a) Obtain a new posttion.

(b) Fulfill the general educational aspirations of
the taxpayer.

(c) Meet the minmum requirements for qualifica-
tion or establishment in an intended trade or business,
profession, or specialty therein, then such educational
expenses are not deductible.

(2) Nondeductible travel expenses incurred in the
pursuit of educational activities: :

(a) Commuting from home to the place of educa-
lion on a nonworking day.

(b) In general, a taxpayer's expenditures for travel
as a form of education are deductible to the extent a
major portion of the travel activity during the period of
travel directly maintains or improves the skills required
in the taxpayer's employment, trade, or business.

(c) If the taxpayer engages in some personal activ-
ities such as sightseeing, social visiting or entertaining,
then the expenses attributable to such personal activities
are not deductible.

(d) If the taxpayer's travel away from home is
primarily personal, expenses for travel, meals and lodg-
ing (other than meals and lodging incurred during the
time Spent in participating in deductible educational
pursuits) are not deductible.

(e¢) Costs of meals and lodging in the pursuit of
educational activities not involving away from home
travel is not deductible. -

Brokerage Fees

Brokerage fees which the taxpayer pays to a broKer, a
bank, Or similar agent to collect his taxable'bond interest
or dividends on shares of stock are deductible on
Schedule A (Form 1040). A fee- which he pays to a
broker to acquire investment property, such as stocks or
bonds, is not deductible, but 1s added to the cost of the
property. A fee paid in connection with the sale of prop-
erty is a selling expense and may only be used to deter-
mine gain or loss from the sale. A fee paid to purchase
“nontaxables” (e.g., State bonds) is nondeductible.

Safe Deposit Box Rent

Safe deposit box rent is deductible if the box is used
for the storage of stocks, bonds, etc., the income from
which is taxable. The rent is not deducgible if the box is
used to store personal effects or tax-exempt securities.

"
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Employment Agency Fees

Expenses incurred in seeking mnew employment in
the same trade or business are deductible even though
new employment is not obtained.

-
.

Miscellaneous items—Not Deductible - - '

The following 1tems are not degductible from a(&ustcd
gross income: ;

(a) Personal, living, or family expenscs,/olher than
outlined above. .

(b) Laving expenses of personnel stationed in ofe
locality or overseas for an indefinite period.

(c) The cost of daly transportation between home'’
and office. )

(d) Tax penaltigs. .

(e) Traffic fines. .

(f¥ Ordinary repairs, alterations, and depreciation on
a building occupied as a personal residence by the
owner or his family.

(8) Any amount paid out for new buildings, or for
permanent improvements made to increase the value of
any property or estate. These are caputal cos}s.

(h) Premums paid on any life insuranoce policy.

(i) Expenses of visiting home while on furlough,
leave, or liberty.

(j) Amounts paid for the purchase of United States
savings bonds. -

(k) Mortgage of other igiurance premiums oh a_per-
sonal residence. . B ,

(1) Expenses of education of a spouse or dependent.

(m) Club dues and initiation fees. >

(n) Ceftan expenses of a hobby in excess of hobby
income. . .

(0) Uniforms for active duty personnel midship-
men, and cadets.

(p) Legal fees not connected with production or
collection of income, management of property held_for
production of income, or incurred in connection with
the determination, collection or refurid of any tax.

For Example: Amounts paid as a result of suits
brought ugainst the taxpayer for alienation of affection, -
breach of promise to marry, slander, defamation of
character, attorney's fees paid in a suit for divorce or
scparate maintenance, or amounts paid to prevent the
filing of such suits are personal legal expenses and are
not deductible. ‘. ' .

(q) Attorney's fees for the preparation of a will.

(r) Bar examination fees. .

N otes:

(1) Subschedules should be used if there is not
enough space on the return to list the particular item-
ized deductions. The total amount shown on such sub-
schedule shou'd be inserted in its appropriate place on
Schedule A (Form 1040) and the comment “see sched-
ule # . ., attached™ written across the schedule.

(2) Having acquired all this knowledge about item-
ized deductions, the consultant is now faced with a
practical problem. To prepare all the schedules of jtem-
ized deductions is time consuming, and, after such effort
has been made, to learn that the taxpayer would benefit
more by taking the percentage standard deduction or
the low income allowance than by rtemizing his deduc-
tions can be downright harassing, The following ques-

*
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tions to a mulitary taxpayer.will, generally, answer tHis
problem.

(a) Does the taxpayer own a_personal residence in
the United States; It he does; then the taxes and
mortgage interest on such property walrant itemizing
deductions.

. 4b) Does the taxpayer make alimony payments to
an ex-spouse?

(c) Do the taxpayers pay household and dependent
care expenses so that they may be gainfully em-

* ployed?

(d) Did the taxpayer have a large casualty loss
during the taxable year?

(e) Did the taxpayer pay any large medical bills,
not covered by insurance for a parent?

If the answer to all of these questions 1s negative, then
the probabiity will be that the taxpayer should not
itemize his deductlons

-

Credits

.

.Cmdit for Personal Exemptions

_For 1975, an individual taxpayer 1s allowed a credit
against tax liability in the amount of $30 for each
,dependent the taxpayer is entitled- to claim as a per-
sonal exemption (other than those for age and blind-
ness).

The total credit cannot exceed the total tax liability
for the yoar. Furthermore, the tax liability is reduced by
the crédit for personal exemptions before reduction by
the following credits:

(1) the foreign tax credit,

(2) the retirement ‘income credit,

(3) ‘the investment tax credit,

(4) the work incentive program credit, and

(5) the credwté for contributions to political orga-
mzanons )

'Credlt for Certain .Earned Income

Q

E

Aruitoxt provided by Eic:

RIC

For 1975, an individual who meets certain require-
ments may be entitled jo a tax credit “based on the
individual's earned income. To be eligible, tht indi-
vidual must:

(1) maintain a household which is the principal
place of abode of that individual and also the pnncxpal
place of abode of a child for whom the taxpayer is
entitled to claim a dependency exemption.

(2) not be entitied to exclude any amount of in-
come from foreign sources (or from U.S. possessions ).

(3) must have “earned income.”

If these three tests are met, a taxpayer will be en-
titled to a tax credit of up to $400. This amount is
computed by taking 10% of the taxpayer's earned in-
come (up-to $4,000). However, the $400 credit must
be reduced by 10% of the amount of the taxpayer's
adjusted gross income (Or earned income if greater)
that exceeds $4,000.

Eamed income for this purpose means wages and
other employee comBensanon as well as net earnings
from self-employment. These amounts are taken into
consideration only if the individual must include them
1n gross income. Also, the earned income is taken into
account without regard to community property laws.

’
.

01

No amount received as a pension or annuxty is included
in earned income.

The credit can be clalmcd by married individuals
only if they file a joint return. The credit is also
allowed only with respect to a full taxable year.

In addition, the earned income credit is allowed in
excess of tax liability. Any amount of the credit in
excess of tax liability will be the equivalent of an over-
payment of tax and will be refunduble to the taxpayer
(a form of negative income tax).

For example, if Pvt. Jones has income from wages
of $3,900 and interest income of $150 and meets the
other requirements discussed above, his earned income
credit will be $390. The interest income is not in-
cluded in the computation since 1t is not earned in-
come. If Pvt. Jones had a tax liability of $250, he
would receive a refund of the difference of $140 ($390
minus $250).

On the other hand, if Sgt Smith received /$6,500 of
earned income, the maximum credit of $400 (10%
x $4,000) would be reduced by 10% of the excess
of the earned income over $4,000. In this case it would
be reduced by $250 (10% x $6,500 minus $4,000).
Sgt. Smith’s total earned income credit would be 5150
(3400 minus $250).

Credit for Purchase of New Housing

An individual is allowed a credit against his income
tax liability equal to 5% of.the purchase price of a
new principal residence purchased (or constructed) by
the individual. The credit is allowed for only one resi-
dence and is limted to the tax liability for the year up
to $2,000 (or $1,000 for married taxpayers filing sepa-
rate returns). If the residence i§ purchased by more
than one individual (other than husband and wife) the
credit may be allocated among them but may not €x-

. ceed $2,000.

A “new principal residence” means a principal resi-

" dence the original use of which began with the tax-

payer.

The term mcludes single famnly structures, a resi-
dential unit in a condominium or cooperative housing
project, the taxpayer's unit in a duplex or row house,
and mobile homes. Renovated buildings (regardless of
the extent of renovation) do not qualify for the credit.
Original use means the property has never been lived in
prior to acquisition by the taxpayer.

“Purchase price” for the purpose of computing the
credit means the adjusted basis of the residence. One
situation where the adjusted basis is less than the pur-
chase price would be if the taxpayer had defgrred part
or all of the gain on the sale of the residence being
replaced by the new one. See Chapter 3 for a compu-
tation of deferred gain. .

The credit applies to a new principal residence:

(a) the construction of which began before 26
March 1975,

(b) which is acquired and occupied by the tax-
payer after 12'March 1975 and before 1 June 1977, and

(c) if not constructed by the taxpayer, which was
acquu'ed by the taxpayer under a binding contract
entered Sinto before | January 1976.

Generally, the taxpayer must acquiré the residence
after 12 March 1975, and before 1 January 1976.
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However, the taxpayer may still ‘be entitled to the
credit even though the contract was entered into prior
to 13 March 1975 if settlement and occupancy occurs
on or after that date and before 1 January 1977. Also,
the taxpayer is entitled to the credit if he enters into a
contract binding for the purchase of a new residence

S
~

(4) Individuals filing a short year return in case of &
change in accounting period .
(5) Taxpayer whose spouse iterhized deductions.

Itemized Deductions—Schedule A !

after 12 March 1975 and before ! January 1976 if General
settlement and occupancy occurs before 1 January 1977. (1) See Schedule A (Form 1040) in Pub. 17 (filled-
The contract may be contingent on the taxpayer find- ip example) .
ing a loan and still be considered binding. (2) Some of the items deducted here are:
To claim the credit, the taxpayer must attach a state- (a) Medical
\ ment to the return from the seller certifying that the (b) Contributions
' construction of the residence began before 26 March (c) Taxes
1975 and the purchase price was the lowest price at (d) Interest
which the residence was offered for sale after 28 Feb- (e) Casualty losses
ruary 1975. (f)~-Miscellaneous deductions
If the taxpayer disposes of the residence within 36 " 1. Uniforms
months after the date acquired (or the date occupied 2. Alimony
if constructed by the taxpayer) the taxpayer must re- ’ 3. Education .
capture the credit. 4. Investment expenses ,
. 5. Safe deposit boxes
6. Returns preparation fee
Summary - 7. Political contributions
L S L 8. Houschold and dependent care expense’s
————{ntroduction - M

(1) For 1975, if allowable itemized deductions ex-
ceed 16% of adjusted gross income up to the maximum
discussed earlier, the taxpaye should itemize on Sched-

. ule A (Form 1040). ‘

(2) If 16% or less use one of the two types of

standard- deductions.

- Percentage Standard Deduction

What is the percentage standard deduction?

For 1975 the percentage standard deduction is 16%
of adjusted gross income.

What are the limitations on the percentage standard
deduction?

Limitations for 1975 are:

(1) $2,300 for single persons, or

(2) In the case of a married person filing separately
(Note citizen married to nonresident alien) up, io
$1,300, or . ;

(3) In the case of married persons filing joint re-
turns, 16% of adjusted gross income up to $2,600.

What are the advantages

of the percentage standard
deduction? ’ -

deductions.

(2) Taxpayer does not have to keep receipts.

(3) Easier to compute tax.

(4) Can use optional tax tables if income under
$15,000.

What taxpayers cannot use the percentage standard de-
duction?

(1) Nonresident aliens

(2) Estates and trusts \

(3) United States citizens entitled to special benefits
AcCo, income received from a United States possgs-
(other than Puerto Rico).

e

(1) Relieves taxpayer from having to substantiate”

Medical Expense

Expense for diagnosis, cure, treatment, mitigation or
prevention of disease. : )

(1) Look at Schedule A (Form 1040) and note 1%
and 3% Ttules for medicines and other medical expenses
respectively. . .

Note: 1 % and 3% rules apply to all taxpayers and
dependents, . .

Most military do not have this expense since they
receive free treatment,

(2) Deductible when paid.

(3) Reduced by insurance recovery.

(4) See text for expenses deductible and nondeducti-
ble.

(5) See Pub. 17, chapter 21.

Contributions
(1) Deductible:

(a) Official ship, station or post funds used for
recreation, welfare or amusement of service personnel.

(b) Chests—Community .

(¢) Church and Synagogues

(d) YMCA, boys-clubs i

(e) DAR, Amvets, American Legion

(2) Nondeductible:

(a) Parochial school tuition fees
(b) Lodge dues
(c) Gifts to individuals
. (d) Pre-adoption expenses
(¢) International organizations
(fY Orphanages in foreign countries, because they
are not U.S. organjzations or creations

.*  (g) Communijst organizations.

§  (3) Cash or property (FMV note: (1) tax saving on
stock donated to charity (2) FMV of old clothes is
nominal).

(4) Deductible only in the year pald—not pledged.

.
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(5) In lieu of gas and o1l on auto used for chantable
organization 7¢ per mile may be claimed. Note: Depre-
ciation and insurange are not deductible.

(6) 20% and 50% limitation.

' (7) Carryover. (5 years for 50% or 30% type c¢on-
tributions).

(8) Pub. 17, chapter 23.

Taxes

(1) L:ook at Schedule A and note listed taxes al-
Towed.

Note: Foreign personal property and gasoline taxes
are not deductible.

" Nofe: Sales tax can be estimated from table i in-
structions for 1040 booklet,

(2) Look at text tor nondeductible taxes.

(3) Deductible when paid. State income taxes with-
held plus tax due for prior year paid in current year are
deductible in current year. .

(4) Pub. 17, chapter 22. 7

interest

I
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separate losses sustained in the same eveat resuf in only
one $100 reduction.

(1) The amount of the deduction is the lesser of (a)
the difference between the fair market value of the
property immediately before and immediately after the
casualty, or (b) the taxpayer’s adjusted basis in the

property, less the amount of any reimbursement or ins_

surance.

+ (2) The property subject to the loss must have been,

the property of the taxpayer and the loss is deductible
only in the year sustained regardless of whether repairs
are made that year, a subsequent year, or never made.

(3) A theft loss is deductible in the year it is discov-
ered.

Note: See text for losses not deductibK..

Miscellaneous Deductions

The following deductions all go in the last section of
Schedule A (Form 10405,

(1) Uniforms—mulitary—nondeductible exceﬁt braid,
corps, devices, campaign bars, etc. Fatigues can, iln cer-

There will be allowed a€ deduction all interest paid
or accrued within the taxable year on indebtedness. To

taxpayer is legally liable. Nonbusiness interest payments,
such as that paid on a mortgage on.4 residence, on a
personal loan, or on an instaliment purchase of personal
property, may be deducted on Schedule A.-In case the
interest on an installment purchase is stated separately,
the amount actually paid is deductible. However, whete
the actual interest is not distinguishable from -other
charges, a deduction may be made of 6 percent of the
average unpaid balance (computed by taking 1/12 of
the sum of the unpaid balances as of the first day of
each month), provided this amount does not exceed the
ratable share of the total finance charges allotted to the
taxable year.

A deduction may be taken for interest paid on tax
deficiencies, hnt any penalties invalved are nct dedust!
ble. The interest on a discounted note, which is to be

repaid in a lump sum, is not deductible by a cash basis-

taxpayer until the note is paid.- Where the discounted
note is repayable in installments, a proportionate part of
the discount is deductible for each payment, on the cash
basis. Interest paid for funds used to purchase tax-
exempt securities is not deductible. *

Casualty Losses

This provision applies -to the loss of property not
connected with a trade or business if such loss arises
from fire, storm, shipwreck, or other casualty or from
theft. Nonbusiness casualty and theft losses of individu-
als will be deductible only to the extent the loss from
each casualty or theft exceeds $100.

Where two items of loss result from a single event,
only one $100 reduction is required. Om joint returns,
the taxpayers are treated as one taxpayer and therefore
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tain situations depending on certain focatTitary-regu
lations, be deducnble to the extent expenses exceed al-

. - - lowances.
be deductible, interest must be on a debt for which the |

(2) Alimony—1If the taxpayer is legally separated or
divorced, separate maintenance payments made by him
are taxable to his former wife and deductible by the
taxpayer if these payments are:
(a) required under the terms of the decree of
separation or divorce;
(b) paid in discharge of a legal obligation based
on the marital relationship;
(c) paid after the decree; and
(d) are periodic payments. _
“Periodic payments” are payments of a fixed
amount for an indefinite period, or payments of an
indefinite amount (as 10 percent of a variable income)
for either a fixed or indefinite period. Under certain
conditions “mstallment payments™ or other payments
made under a separation agreement entered into after
August 16, 1954, or a decree for support after March 1,
1954, may be classified as “periodic payments’ and be
taxable to the wife and deductible by the husband,
(3) Education—deductible if for purpose of
(a) Maintaining present job and not to obtain a
better job.
(b) Education expenses, are:
fees, books, efe.
(4) Expenses for Child and Dependent Care—
(a) The maximum deduction is $400 per month.
(b) Must be incurred to enable taxpayer to be
gainfully employed. -
(¢) Taxpayer must maintain household which in-
cludes as a membcr one or more qualifying individuals.
(d) Qualifying individual is:.
(1) taxpayer's dependent under 15,
(2) taxpayer's dependent who is disabled, or
(3). taxpayer's spouse who is disabled.

(¢) Limuation on deduction when taxpayer's ad-

tuition, laboratory
-y
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. 3. Commercial school tuition paid by a typist to ob-

justed gross income exceeds $18,000 (or $35,000 for
calendar years beginning in 1976).
(f) Reduction of deduction by certain payments
received by disabled dependent and disabled spouse.
(g) Married couples must\file joint return unless
they qualify as not married undBr married but living
apart test.

Nondeductihle Expense (See Text)

-

Quizzes for Chapter 5 .

True—False Quiz

Indicate whether each of the following statements are
true or false or deductible or nondeductible, by inserting
“X” in the appropriate box.

1 All interest prepaid on a three-year loan is not
deductible in the year of payment by a cash basis
taxpayer.

O True [ False
2. Legal fee of $50 paid by an individual to have

Federal income tax return prepared.

uctible . ible—

tain a position as private secretary.
{0 Deductible [0 Not deductible
4. The cost of a uniform in excess of reimbursement.
by an officer in,lhe Armed Forces Reserves, used
during symmer training periods. )
{0 'Dedilctible [0J Not deductible
5. Insurance premiums paid on a dwelling o
occupied by a taxpayer.
[ Deductible [0 Not deductible
6. Federal tax on railroad transportation incii
a vacation trip.
{10 Deductible - [ Not deductible
7. Interest paid on Federal income tax deficiency.
{0 Deductible_ [3 Not deductible
8. Y, a single taxpavyer, filed his calendar year income

ed and

d on

tax return. He had adjusted gross income of *

$10,000 and claimed a medical deduction, com-
puted as follows:

Drugs and medicine ........coooviiiinvnnen... s180
Less 1% of adjusted gross income ............., 100
Remainder includible in medical expense ......... $ 80
Doctor, dentist, €16, .. vvvvernrrnsnnrnsss - $1,200

Less amount reimbursed ................ 800 .
Amount not reimbursed ................ L _400
Net medical €XPENSes ...ovvvvnveevrenrnnnnnn.s 480
Less 3% of adjusted gross income .............. 300
Medical deduction claimed .... ............... $180

Y’s computation of his medical deduction is correct.
3 True [ False

Multiple Choice Quiz

Directions—Circle the appropriate letter to select the
answer to each of the following questions.
1. Which of the following expenses are not deducti-
ble?
a. Alimony payments
b, Taxes on personal residence.

.C. Taxes on rental property.
d. Repairs on rental property. s
¢. Repairs on personal residence.

2. Which of the following insurance premmums paid
would be deductible?

a. Insurance on personal dwelling.

b. Insurance on personal jewelry.

c. Insurance on daughter’s life.

d. Liability insurance on personal auto.
¢. Node of the above.

3. Capt. Smith incurs and pays the following during
the year: general property taxes on residence $105,
State income tax $110, Federal Income Tax, $416,
excise tax $5 and State gasoline fax $25.

What is Capt. Smith’s. maximum allowable de-
duction for taxes on his calendar year cash basis
return? -

a. §656. b. $546. c: $240. d, $245. e, $215.

4.” Jane Adams, upon arriving home from a theater on
10 September, discovered that her diamond ring
was missing. She remembered taking off the ring in
the wash room of the theater. She called the thea-
ter manager But the ring was fiot found. She had
purchased the ring in 1973 for $475, An appraiser

s

Jane’s allowable loss on her return? '
a. $550.00. b. $512.50. ¢, $475.00. d. The re-
placement cost. e. Noge. '

5. In May, Commander Black learned that his per~
sonal residence, which cost $18,000 in 1954 was

. severely damaged by termites. The inspector told
him that the termites had infested the property for
several years. The fair market value ‘prior to the
discovery of the damage was $28,000 and after the

. discovery was $12,000. He paid $14,000 to repair

the damage on 15 August. What. is his allowable
loss?
a. $28,000. b. $16,000.
¢. None.

6. An individual could not deduct a contribution to
which of the following organizations?

. Daughters of American Revolution.

. American Bar Association.

. Church, for pew rent.

. Camp Fire Girls. ' *

American Legion. . .

¢. $14,000. d. $7.200.
D .

o

o oo

Question—-Answer Quiz

1. Under what circumstances may a U.S. taxpayer use
the standard deduction— AN
a. What are the limitations of this deductian?

b. If a taxpayer chooses to use the standard de-
duction, may.he also claim a foreign tax credit?

¢. May a husband and wife filing separate returns
each use the standard deduction or itemize their
deduction, at their individual discretion?

2. Captan Reynolds on duty afloat on a ship based
in the Mediterranean, made gifts and donations to
numerous persons and organizations as shown be-
low. Disregarding limitation, indicate the items and
amounts which may be deducted on his return as
contributions. .
a. His personal services and the use of his auto-




mobile at a cost of $10, for the benefit of the
Italian Boy Scouts. '

b. A gift of 10 shares of United States Steel com-
mon stock held over 6 months to Harvard
Univensity, his Alma Mater. This stock .cost
him $50 per share and the market quotation on
the date of gift was $55 per share.

c. A cash gift of $20 to the Italian Red Cross.

d. A donation of 2 pints of blood for the benefit
of the wife of a fellow officer who was injured
in an Italian train wreck.

e. Weekly donations to the Chaplains fund on his
ship, in the total amount of $52.

f. The donation of the use of his car, operating

320 miles, to assist in a fund-raising campaign
for the American Red Cross.

. Which, if any, of the following items would be

deductible on the return of a Second Class Petty

Officer of the U.S. Navy, on duty in the Indian

Ocean, if he itemizes his deductions?

a. Auto license of $20 paid to his home state (not
-ad valorem).

b. Real estate taxes paid to his home state on his
home which was not rented during the taxable

¢. The cost of gold braid for decoration of cap
and uniform. -

{0 Deductible [J Nondeductible

d. The cost of a treatise on investments by the
taxpayer who has an investment portfolio.

{3 Deductible [J Nondeductible

e. An unpaid pledge to an educational institution
in the United States.

{3 Deductible (3 Nondeductible

f. Interest paid on money borrowed to purchase a

diamond ring.

{3 Deductible [J Nondeductible

Continuing Probiem

Part 3—Deductions

A. Following are expenses of John A. and Betty
Mankat, whose joint return you started preparing ear-
lier. Determine the amounts allowable as Itemized De-
ductions and enter the appropriate information on
Schedule A, (Form 1040); then carry forward the tofal
to line 44.

year. ;

c. Income taxes paid to his home state, -

d. Fishing license issued by the local government
of Okinawa.,

e. Sewer tax paid to home city, representing his
share of construction costs of a community
sewer for use in his Home area (assume home
is not rented).

f, Outgrown suit of clothes given to American
Red Cross. Fair market valtie of $5 (cost $50).

. In connection with the sale of his personal resi-

dence, Sgt. Wm. Paton, who was on duty in Nor-
way, received $125 monthly from the purchaser.
Each payment represented principal and idterest of
$100; real estate faxes of $20 and insurance pre-
miunr paymengs of $5. Sgt. Paton agreed to accu-
mulate the payments made on taxes and insurance
and to pay the annual tax and instrance bills when
due. . ‘
a. Is Sgt. Baton entitled to any deduction for the
payments of taxes and insurance which he made
subsequent to, the sale of the property? If net,

explain fully. © »

. Indicate by placing af X in the appropriate column

whether the, following items are deductible or non-
deductible on the U.S, income tax return of a cash
basis’ taxpayer who.is a mfember of the Armed
Forces on duty outside the United States.

a. The cost of an Army Dress Blue uniform (less

.« ’shoulder boards or gold-stripe on pants) includ-

ing cape.
[ Peductible [J Nondeductible -
b. The cost of a full Army.Grgen uniform (less
braid)., ' ) . )
{3 Deductible, v+ [J Nondeductible

. .
s »

Interest:

Ist National Bank ........ s ses - soerre> #$—48.60
Department SIOTeS ..ovvnvvvrsnerrneassrass 7.00
Contributions:

St. Anthony’s Church, Oxon Hill, Md. ........ 150.00
Uhnited Givers Fund, Washington, D.C. ........ 100.00
USAF Base Chape! (Germany) -.........%.. 40.00
Frankfurt Children Orphanage ............. 50.00
Daughter Ann’s Parochial School fees ........ 200.00

Taxes:

“Purchase tax™ (sales tax) levied on the retailer
by foreign country, included in purchase price § 42.00
10

Dog license ........oovevennsrsossssnnsnse .00
Maryland sales taX ......ccvieeiieniiiniee 155.00
Maryland gasoline tax ......o.onenivinnnnnes . 3100
Maryland income tax ......coieiieiiiiiane 500.00
Othe;:

ABMONY «ovvveriinevnsnrarenenennnenes $ 600.00
Insignia for uniformr ............o00e reees 12.00
Dependent care expense for Ann (qualifying) .. 520.00
Casualty: !

Auto accident: cost Of c&F +..evvrinnnnnannes $3,000.00
FMYV: before accident ........... .. 2,200.00
FMV after accident ..............: 900.00
Reéeived from insurance company ... 500.00

Licutenant Mankat's mother, Mary Mankat, is 67
years of age and lives in rented quarters in Dallas.
Lieutenant Mankat contributed $500.00 to her support
during the yéar. She received $800.00 from other, non-
taxable, Sources. She worked part-time and earned
3595.00. This constituted her entire support for 1975.
She did not spend any of her savings during the year.
She remarried on 23 December 1975 and has chosen to
file'a joint return with her new husband for that year.

»
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Chapter 6. Rental Income and

-

Objectives

(1) To familiarize participants with rental income
and how it is handled for tax purposes.
(a) Rental income
(b) Rental expenses .
(2) To familiarize participants with the three princi-
pal methods of computing depreciaton,

"

- - *

- .

Rental income

Gross income specifically includes income from rents.
“Rent” is generally the mozney or consideration received
‘or the occupancy of real estate or use of personal
property.

Ly

.

»
’

o

When Reported

Rental income may be reported on the cash or ac-
crual basis, but rent received in advahce must be in-
cluded in income in the year received regardless of the

. -

Dépreciation J

[N

Repairs* R

Expenditures for keeping the rental property in an
ordinarily efficient operating or “usable condition are
considered a repair expense. Any expenditure which
appreciably adds to the -value, utility, or useful life of
the property is a capital expenditure and not a. repair
expense.

‘

Other Expenses

Other expenses include such items as advertising, jan-
itor and maid service, water, fuel, fire and liability in-
Surance, taxes and interest. Insurance premiums paid in
advance are deductible over the period the insurance is
in effect. A worthless debt from unpaid rent is not
deductible unless the unpaid amount was included in
income,

Part Business—Part Personal
If a taxpayer rents his residence to a tenant, the

accounting method used. In addition, the amount of

advance rent may got be reduced by expected expenses.
Example: Taxpayer enters into a tenyear lease to

rent his property for an annual rental of $5,000. In the
first year, in addition to $5,000 for that year’s rent, he
also receives $5,000 in advace for the jast year of the
lease Taxpayer must report $10,000 1n income without
reduction for anticipateds expenses or losses 1n the first

year. .

Security deposits received for the lessee’s performance
under the lease are > not usually included in income when
received. Howevery=they are included as income when
and to the extent appropriated by the lessor because of
a default by the lessee. If an amount designated as a
security deposit. is to be applied as payment of rent for
the last year of the lease, it is advance rent and must be
reported when received,'

Amounts received by a landlord from a tenant for
cancellation of a lease %re income in the year received.
Any expenses of the landlord paid by the tenant must
also be included in the landlord's income since, in effect,
the tenant is paying additional rent. N

Improvements by a tenant to leased property, gener-
ally are not income to the landlord either when made

% or when the lease ends. Gain or loss is recognized only
when the property is disposed of. But, when a tenant
makes an improvement instead of paying rent, the fair
market 'value of the improvement is income to the land-
lord when the improvement is made. When the fair
market value of these improvements are included in
gross income as rent, an adjustment to the basis of the
property may be made. '

. ‘
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Rental éxpenses

The expenses deductible from gross rents are divided
into three broad groups: (1) depreciation, (2) repairs,
and (3) other expenses.
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“ taxes will continue to be deductible, but only as an

O

'

depreciation, repairs and othér expenses incurred in
connection with such praperty are deductible in full.
However, if only part of the residence is rented out, the
expenses must be allocated,

Example: A taxpayer owns an eight room house, and
rents two rooms to college students. In determining the
amount of expenses attributable to the rental portion,
the house is considered Y4 rented. The following‘ ex-

- -

penditures would be prorated as shdwn:

Deductible

Allocations

Total Tico Roomg
Utilities ............... o $400 x Y4, . $100
«Repairs ................ 200 x Y 50
Taxes .o iluiiennnnn,. 600 x Y 150
Interest .................. 300 x 14 75
Depreciation ............. 500 x Ya 125

Upon converting rental property into his personal
residence, the owner will be deprived of deductions for
depreciation, upkeep, and other business-type expenses
such as insurance. Mortgage interest and real estate

itemized deduction from adjusted gross income.

The conversion of the property to a personal resi-
dence will not be a ““disposition™ for the purposes of the
depreciation recapture rules. The recapture will occur
when the property is sold or otherwise disposed of in a
transaction in which gain is recogmized.

A taxpayer who rents to a friend or relative without
the objective of making a profit may deduct certain
items such as interest and state and local property
taxes. These are deductible whether or not profit is the
objective. The taxpayer may also deduct certain items
that would normally be deductible only if the rental
activity were engaged in’ for profit. These deductions
are limited to the extent that gross income from the
rental exceeds deductions allowed whether or not the
rental is engaged in for profit. The deductions must be
taken in the following order:

(1) interest and taxes;

-
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(2) operating expenses, except those in item (3) (to
the extent of income);

(3) depreciation and other basis adjustment items.

Where property is held primanly for personal use,
but is occasionally rented, such as a vacation home, the
expenses are deductible only to the extent of any rental
income received. :

<,

a

Depreciation ‘

In this section, depreciation will be defined and its
purpose discussed along with an explanation of the
methods available to the taxpayer for computing depre-
ciation.

Depreciation Defined ’ ‘

3

v a
In general, depreciation of an asset, due to $uch
causes as wear and tear, or normal obsolescence, is a.
means of spreading the cost or other basis of an asset to
the period of time over which it is estimated that a
benefit wjll be derived from the ownership ‘of such asset,

Conditions Necessary to +
Allowance of Depreciation

There are three basic conditions which must exist
before an allowance for depreciation may be taken:
(1) There must be a depreciable inferest in property.
That is, the taxpayer must be the owner of the property.
(2) The property must be used in the taxpayer’s
trade or business, or held for the production of income.
(3) The property must have a limited and determi-
nable life because the investment to be recovered by
depreciation allowances must be charged off over the
useful life of the property. If an asset would last indefi-
nitely there would be no depr:ciation allowance. Basi-
cally, this is the reason why land is not depreciable.

When Depreciation is Allowed

Depreciation begins when the asset is placed in serv-
ice and ends when it is retired from service. A propor-
tonate part of one year's depreciation is allowable for
the part of the first and last year during which the
assét is.in service. For example, if a taxpayer using the
calendar year purchases an asset and places it in § rvice
on July 1, he is entitled to six months’ depreciation for
the year. -

A taxpayer should claim the proper depreciation
deduction for_each tax year. If a taxpayer failed to
deduct, reasonable depreciation sustained in prior years,
ke may not deduct the unclaimed depreciation in the
surrent or afly later tax year.

Property Subject to Depreciation

In general, the property subject to depreciation may
b6’ classified into two categories: (1) tangible property
and (2) intangible property.

(1) Tangible property consists of real property and
personal property. Some examples of such property are:

(8) Buildings used for business purposes or held
for rent. co

(b) Furniture, fixtures, and machinery used for
business or rental purposes. - :
(2) Some examples of intangible property are:
(a) Patents, copyrights, licenses and franchises.
(b) Contracts which have a definite life.

Basis for Computing Depreciation

In general, the basis for computing depreciation is the
same as the basis .used to determine gain if an asset is
sold. This means that basis is dependent upon the man-
ner ir which an asset is acquired. If an asset is acquired
by an outright purchase, the basis is cost. If an asset is
acquired by an exchange with no cash paid or received,
th'g basis is the same as the basis of the asset given up in
the exchange. If the asset is acquired by -gift, the basis
shall be the same as it would be in the hands of the
donor. If the asset is acquired by inheritance. the basis
1s the fair market value at decedent’s death or later
alternative date, if elected. :

Example: 1f a taxpayer exchanges rental property
having an adjusted basis of $20,000 for another rental
property having a fair market value of $35,000, his basis
in the property acquired is the same as the property
given up, or $20,000.

The term “adjusted basis” may be defined as the cost

of the property, plus improvements less depreciation
deducted or deductible, whichever is greater.

In the case of property acquired for personal use
such as a residence or automobile, and subsequently
converted to business use, the basis of the property is its
cost or fair market value, whichever is lower, at the
time of conversion.

If an asset is used for-both business and personal
purposes, only that part of the depreciation which is
properly allocable to business may be deducted.

Allocation of Purchase Price Between Land
and- Building

If a taxpayer purchases improved real‘estate, the pur-
chase price must be allocated between land (nondepre-
ciable property) and the building.

Example. Taxpayer purchases an apartment building

and land for $30,000. Fair market value of the entire

property is $30,000, and the fair tharket value of the
building 15 $20,000. The total price should be allocated
$20,000 to the building and $10,000 to the land. ’

Aécounting for Depreciable Property

Depreciable property may be accounted for by treat-
ing each individual item as an account, or by combining
two OF more assets in a single account. Assets similar in
kind with approximately the same useful lives may be
grouped together or assets may be segregated according
to use.

Determination of Useful Life or Rate

The useful life of a depreciable asset is the period
over which the asset may reasonably be expected to be
useful to the taxpayer in his trade or business or in the
production of his income. The useful life is dependent
upon the age and condition of the asset when acquired,
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taxpayer’s policy as to -repairs and upkeep, and other
cqnditions. .

If the taxpayer does not have adequate experience in
dgtermining a useful life, or the asset is new to him, he
may use the general experience in the industry.

Salvage Value

Salvage value is an estimate of the approximate
amount that will be received upon the sale or other
disposition of an asset, when it is retired from service.
This estimate is detetmined by the taxpayer at the time
the asset is acquired. Unless the declining balance
method of computing depreciation is used, salvage value
must be deducted from the basis of the asset to deter-
mine the basis to be used in computing the annual
depreciation deduction. If personal property (other than
livestock) with a useful life of three or more years is
acquired, salvage may be reduced by any amount up to
10 percent of the basis of the property.

R

Methods of Computing Depreciation

In computing depreciation any reasonable method
which is consistently applied by the taxpayer may be

‘5’,4 ._, A
value is not deducted prior to applying the rate. How-
ever, property must not be depreciated below its reason-
able salvage value. Under this method the greatest
amount of depreciation is taken in the first year of use,

with continually decreasing amounts in later years.

Twice the Straight Line Rate

This maximum rate may be used on property having
a useful life of 3 years or more that is acquired new or
is constructed by the taxpayer after December 31, 1953,
If real property, it must be acquired before or construc-
tion begun before July 25, 1969, and the criginal use of
the property must start with the taxpayer. However, all
new residential rental property may be depreciated at
twice the. straight-line rate. (To qualify as residential
rental property 80% of the gross remtal income from
the property must come from the rental of residential
units, not transient housing, for each year twice the
straight-line rate is used.)

Example: Taxpayer purchased a new saw for his
business two years ago. Cost of the saw was $4,000 and
estimated useful Iife is 10 years. Under the straight line
method of computing depreciation, ten years is equiva-
lent t0 a rate of 10¢, Since-the-saw-qualifies for-twice—

tised. However, the three methods which are commonly
used are: (1) the straight-line, (2) the declining
balange, and (3) the sum-of-the-years-digits.

Any change in the method of computing the depre-
ciation allowances with respect to a particular account is
a change in method ot accounting, and such a change
will be permitted only with the consent of the Commis-
sioner, except that certain changes to the straight line

method of depreciation will be permitted without con-

sent.

.Straight-line Method ’

The straight-Tine method of computing depreciation
may be used for either néw or used property. Under this
method, the cost or other basis less salvage value, is
deductible in equal annual amounts over the estimated
‘useful life of the -asset.

Example: On January 2, taxpayer purchased a ma-
chine for 32,500. He estimated the useful life of such
machine to be three years and the salvage value to be
$400. However, he elects to disregard $280 of salvage
value (10% of $2,800). His annual depreciation would
be computed as follows!

Cost of machine .................cv0vnnns, .. $2,800 -
_Less: .

Estimated salvage value ...................... __120
Depreciable basis ...................0ovunl. $2,680
Annual Depreciation ($2,680 x 3314%) .......... $ 893

Declining Balance Method )

Under the declining balance method there are three
maximum rates that may be used—double the straight
line rate, one and one-half the straight-line rate, and one
and one-quarter the straight line rate. The depreciation
is computed by subtracting from the basis each year the
depreciation of the preceding year and multiplying the
rate times the constantly declining balance. Salvage

the straight line rate, or 20%, depreciation would be
computed as follows:

Allowabdle
Computation Nepseciation
Last year .. $4,000 times 209, $800

This year .. (54,000-5800) $3,200 times 209% $640
Next year .. ($3,200-5640) $2,560 times 20¢, $512 etc.

One and One-half Times the Straight Line Rate
This rate may be applied to used tangible personal
property (or new property acquired before January 1,
1954), having a useful life of 3 years or more, used real
" property acquired before July 25, 1969, and new real
property (other than new or certain used residential
rental property) acquired after July 24, 1969.
Example: If in the above example the taxpayer had
« purchased a used saw, the maximum declining balance
rate would be 15% (1% times the straight line rate of
10%). Thus, the depreciation for the year of purchase
would be $600 (15% of $4,000) and for this year
would be $510 (15% of $3,400), etc.

3

One and One-fourth Times the Straight Line Rate

This is the rate that can be used on used residential
rental property acquired after July 24, 1969, and having
a useful life of 20 years or more that meets the 80%
gross rental test explajned above. -

- Example: Taxpayer purchased a used apartment

building at the beginning of 1974 for $100,000. The
estimated useful life of the building is 25 years. 93% of
the gross rental income is from dwelling units. Underf.
the straight line method, the rate would be 4%, but
since the property qualifies for one and one-fourth times

the straight line rate, the declining balance rate would

be 5% . Depreciation for 1974 would be $5,000 (5% of

$100,000), for 1975 depreciation would be $4,750 (5%

of $95,000),

bt




Sum-of-the-Years-Digits Method

This method is allowed only on property which meets
the requirements for twice the straight line rate ex-
plained under the declining balance method.

The depreciation 15 computed by applying a different
fraction each year to the basis of the property less its
salvage value. The denominator of the fraction is the
total of the numbers representing the vears of useful hfe
of the property. Thus, if the useful hfe is five years, the
denominator is 15 (14+ 2 + 3+ 4+ 5 = 15).

The numerator of the fraction is the number of years
of remaining life at the beginning of the year for which
the computation’ is made. Thus, if the useful life is five
years, the fraction to be applied to the cost minus
salvage to figure depreciation for the first year is 5/15.
The fractions for the remaining years would be 4/15,
3/15, 2/15, and finally 1/135.

Example: On January 2, 1971, taxpayer purchased an
asset for $3,400 having an estimated useful life of five
years. The estimated salvage value 1s 3400. The annual
depreciation allowance would be:

Coal or other Depreciation

basix leen salvage Fraction Allowable
MO — SHAP0— —  Tis - $1,000 .
1972,.... $3.000 iin 800
1973 ...... $3.000 ° B 3 600
1974 ...... '$3.000 25 400
1975 ...... $3.000 s 200

r

Additional First-Year Depraciation

A taxpayer. except a trust. can elect to claim an
initial deduction equal to 20% of the investment in
qualifying property in addition to the ordinary first-year
depreciation deduction. This 20% applies only to
$10,000 of investment on a single or separate return

and to $20,000 on a joint return. The full cost or a .

fractional part of the cost of an item may be selected
for the additionai depreciation deduction, but only up to
an aggregate cost of $10.000 ($20,000 on joint return).
The limit applies to each taxpayer. not to each business
in which he has an interest. ’ .

Salvage value is not considcred in computing the
20%. However. in computing normal depretiation, the
basis must be reduced by both the additional first-year

_.allowance and Salvage value (if salvage value is a factor

in the meéthod of depreciation used).

Example: On January 2, a taxpayer, who uses
straight-line depreciation, paid $10,000 for a machine
with a useful life of ten years. Salvage value was esti-
mated to be $1,500. The initial first-year allowance is
$2,000 (20% of $10,000). This reduces the basis for

normal depreciation to $6,500. Normal depreciation, for -

ihe Srst year is $650 (10% of $6,500). The total allow-
ance for the year is $2,650.

The additional first-year allowance is allowed in full,
regardless of when during the year the property is
acquired or the depreciation method used.

Qualifying Property

To qualify for the additional first-year depreciation
the property must be tangible personal property and
must have a useful lfe of at least six years when
acquired. The property may be new or used. )

Election

To use the additional first-year depreciation allowance
the taxpayer has to make an election. He makes this
election on a timely filed return showing the additional
first-year depreciation on a separate line for each asset
selected for such additional write-off.

For more detiled information concerning deprecia-
tion methods see Chapter 20 in Publication 17.

Quiz for Chapter 6
Continuing Problem
Part 4

A. Rental Income

From the following information, prepare a

SCHEDULE E
Rental income: House (wood and brick) located at
1012 Main St., Dallas, Texas.
Amount of rent: $200.00 per month for 12 months
of 1975.
Information for depreciation:

The house and lot were purchased 12 December
1967 for $22,800.00; of which $20,000.00 was the

cost of the-house—Lieutenant-Mankat-lived—inthe |

house until 28 December 1972. The tenant moved
in on 1 January 1973. Fair market value of the
house on 28 December 1972 was §25,200.00.
Assume: (1) No salvage value to be considered.
(2) The house was rented unfurnished.
Method of depreciation: Straight line )
Estimated useful life: 40 years

Other expenses. Interest on Mortgage $500.00
Real estate taxes 400.00

Insurance 50.00

. Realtor fee .. 120.00

B; Problem Completion .

Complste the income tax return of John A. and Betty
Mankat begun carlicr. Compute income tax and balance
of tax *due or overpayment. Additional information
needed: .

Home address: 22 Greenhill Ave., Oxon Hill, Marylahd
20021, Prince George’s County

Licutenant and Mrs. Mankat have one<child, Ann, age
12, who lives with them, and whose exemption they are
entitled to claim. i
income tax withheld from Lieutenant Mankat's salary

by U.S. Air Force: $1,246.40. :

Income tax withheld from Mrs. Mankat's salary by U.S.

Air Force: $735.60.

Fill in all appropniate spaces on Form 1040, supplying
all missing information as necessary.

C. Amended Retum

Suppose on 15 May 1976 Lisutenant Mankat realizes
he forgot to claim a $400 interest payment made to the
National Bank of Daytorr® Ohio on his original return.
Prepare a Form 1040X correcting the original filing.
(The 1040X can be used to correct any errors, omission
of income, and unclaimed deductions such itemized
deductions. This form is designed to expedite the proc-
essing of the claim.) )
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Chapter 7. Aliens

Introduction

* This chapter discusses the two types of aliens, i.e.,

resident and nonresident. Filing requirements of resident
aliens (foreign nationals who are residents of the U.s.)
are briefly discussed. Special emphasis is ptaced on
soldiers marned to nonresident aliens (foreign nationals
not living in U.S.).

Objectives '
Participants should be able to explain the following
concepts: . .
(1) The different status of aliens, i.e., resident and

nonresident.

(2) The unusual tax principles applicable to situa-
tions where U.S. citizens are married to nonresident
aliens.

(3) The application of community property law to
the above situation.

Applicable form for this chapter:

Form No.

Discussion of dual-status taxpayers (taxpayers who
are nonresident aliens and resident aliens for part of
the tax year) is not included in this course; however,
Internal Revenue Service Publication 519 thoroughly
covers the tax problems in this area. A dual-status tax-
payer is required to file a Form 1040.

Alien Members on Active Duty

Alien members on active duty are treated, for mili-
tary administrative purposes, as resident aliens, and 1In-
come tax 1S withheld on the same basis as that of
citizens of the United States on active duty. This does
not mean that at the end of a taxable year an alien is
precluded from proving to the District Director of In-
ternal Revenue that he was in fact, during the year, a
nonresident, alien. A resident alien or citizen of the
United States is liable for tax on income sourced both
within and without the U.S.A.) and files a Form
1040 return. A nonresident alien, however, s liable only
with respect to income sourced withir the United States.
The source of compensation for services rendered (i.c..

E
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tO40NR;-U S noniresident alien income faX return filed
with the IR Service Center, 11601 Roosevelt Blvd.,
Phila., Pa. 19155. -

Returns Filed by Aliens

For income tax purposes, aliens are divided into two
classes: . ’

(1) resident aliens; and

(2) nonresident'aliens.

Resident Aliens -

- .

A Tesident alien is an alien who is actually present or
residing in the United States and is not merely a tran-
sient u1 sujourner. For income tax purposes, an alien
whose stay in the United States is limited to a definite
period by imimigration latvs is generally held not to be a-
resident alien. However, a rebuttable presumption , of
residence arises if an alien has resided in the U.S. for
as much as one year. . "

The sdme provisions for fﬁing returns apply to resi-
dent aliens that apply to citizens of the United States,

Nonresident Aliens

A nonresident alien is an alien individual whose resi-
dence is not within the United States and who is not a
citizen of the United States. He'is liable for tax only on
income from sources in the United-States, and he files a
Form 1040NR on or before 15 June following the end
of the calendar year. Why it is important for tax pur-
poses to determine the residency status of an alien is
now obvious. A resident alien is taxed on all of his
income, wherever the source may be, but a nonresident
alien is liable only for his U.S. sourced income. .

For detailed information concerning the tax problems
of an alien an excellent publication is prepared by the
Internal Revenue Service. (Publication 519, U.S. Tax
Guide for Aliens.) -

.
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military taxable pay) is the place where the services are
performed. A nonresident alien who has performed
services in the United States during the tax year files an
annual tax return on Form 1040NR, regardless of the’
amount of his U.S. sourced income.

Enlistees -

As a general rule most alien enlisted personnel in the
Armed Forces would likely qualify as residen} aliens for
tax purposes. This would almost certainly he true of the
alien who has lived in the United States for a number of
years before enlistment. In time of peace the pertinent
enlistment requirements of the Armed Service stipulate
that no persop may be accepted for enlistment unless he
iS a citizen or has been lawfully admtted to the L?;:ted
States for permanent residence under the applicable 1m- .
migration laws. These two characterystics, r.c.. voluntary
enlistment in the Armed Forces and admittance for
permanent residence, in most cases, are egough to class-

«ify an alien enlistee as a resident afien. Aliens who are
presont in the United States merely because of mulitary
assignment and who have a genuine residence outside of
the United States are nonresident alicns. A preponder-
ance of Filipino enlisted personnel in the Navy are not
immigrants and they do not intend to become citizens.

Military Personnel Married To Aliens

General Rules

i

—
It is most important to remember one rule, . .. a

joint return may not be filed if either spouse was a

nonresident alien during any part of the tax year.

Therefore, soldiers married to nonresident alien wives
may not file a joint return.

The nonresident alien spouse nced not file a Federal
income tax return reporting her income from sources
without the United States during the period that she
remains a nonresident alien.

-
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The U.S. citizen: _ g

(1) May claim an exemption for his wife if she has
no U.S. sourced income.

(2) Is hmited to a $1,300 maximum percentage
standard deduction for 1975.

(3) Is lmited to a low income allowance of $950 for
1975.

(4) Under certain conditiops, may claim head of
household status by virtue of maintaiming a household
for a relative (not his spouse).

~Servicemen Domiciled in

Community Property States

(Arizona, California, Idaho, Louisiana, Nevada, New
Mexico, Texas, and Washington)

If the husband is domiciled in a community property
State, serving in a military capacity abroad, and married
to a nonresident alien wife, half of his earrings belong
to her and half of his withholding tax is attributable to
such earnings. Conversely, if the wife has income, half
of her income belongs to him. This is not the case,

* however, where the husband elects to have foreign com-

munity income treated specially. To do so he must file

munity Prgperty Laws.” Under this election community
property income” will be genrally treated as belonging
to the spouse earning it. In this connection ownership of
such income is determined in accordance with the com-
munity property laws of the foreign domicile. The half
of the husband's earnings belonging to the wife is not
subject to tax because a nonresident alien does not have
to pay tax on income from sources without the United
States; and as previously stated, the source of mdilitary
pay is the place where the services are performed. Such .
a marital situation results in a tremendous tax savings.

Example: If a serviceman domiciled in Arizona is on
duty+in England and marries a British citizen, one-half
of his pay thereafter is considered to be his wife’s
income, and since his pay is for services performed in
England it is considered to be from a source outside of
the-United States. While his wife remains a nonresident
alien she is not required to report her half of his pay or
any of her own income earned outside the U.S.A. for -
Federal income tax purposes.

The husband would file a Form 1040 to report al! his
pay before marriage and one-half of his pay thereafter,
and half of her pay thereafter. He may take credit for
all taxes withheld before marriage and one-half of those
withheld after marnage. He may claim a foreign tax
credit on the taxes paid to the foreign government on
the wife's foreign earnings reported by the husband.

In addition, he may follow the three general rules
outlined above.

She would file a Form 1040NR showing no income
and claim refund for one-half of the taxes withheld
after marriage.

What constitutes U.S. sourced income to a nonresi-
dent alien spouse of a servicemarnt domiciled in a com-
mumty property state is interesting but complicated.
Generally, all interest and dividend income received by
a nonresident alien indvidual from the United States or
certain domestic and foreign corporations during his’tax
year constitutes gross income from U.S. sources: How-
ever, there are exceptions to this general rule whereby

interest from certain banking institutions, as well as
dividends from certain corporations, are not considerd
as income from U.S. sources. (See Publication 519, U.S.
Tax Guide for Aliens.) This is true, even if the stock is
maintained in the hyusband's name.

Dividend income from stocks purchased by the
husband before the marriage is not community property
in most instances. However, if ownership was changed
to joint awnership, it would be community property
income. In those cases, one-half of the dividends would ~
belong to the wife. ~

If the nonresident alien wife has realized U.S.
sourced income as the result of applying these commu-
nity property prnciples, the income is to be reported on
Form 1040NR and taxed at a rate of 30% (or lower
Treaty rate), but only if the 1items of income are not
effectively connected with the conduct of a trade or
business in the U.S.

Married couples claiming the benefits described in
this section should be certain that the wife has the status
of a nonresident alien and that the husband 1s domiciled
in a community property State.

As to the former, if the wife has been to the United
States, has ever applied for United States citizenship, or

‘resident alien living abroad and subject to [ax, rather
thap a nonresident-alien.

For example, Sgt. Jones marries a nonresident alien
while he is_stationed in England. After serving his tour
of duty there, he and his wife return to the United
States on military orders for a further tour of duty. At
this point she will generally be considered a resident
alien and a subsequent tour of duty outside the United
States would not change her residency status.

The question of domicile is extremely complex and
important and warrants a spmewhat more detailed
discussion. “

What G&nstitutes Domicile for -
Community Property Purposes

Thewords residence and domicife are often confused;
a person may have several residences but only one
domicile. Any temporary place of abode may be a resi-
dence, but a domicile is a place of abode fixed and
permanent, or at least, of indefinite duration. Time
alone does not make the distinction, for a tenfporary
residence may extend over years, while a domicile may
be established by the fist moment of occupancy. The
question of domicile is a mixed question of law and
fact; the question being largely one of intention to re-
main for an indefinite time. The domicile of the wife is
generally that of her husband so that for the application
of the community property doctrines she does not have
to reside in the community property state. The intention
of the taxayer may be determined from actions and
declarations. A taxpayer's conduct, inconsistent with
vague expressions of intentions, 15 more persuasive than
words. If a taxpayer has left an established domicile,
there must be a persisting intention to return, or his
domicile will be considered as changed. Where there is
doubt on the question of domicile, the domicile of ori-
gin may revert.

The following are a few court decisions worthy of i
note on this subject:
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| registry for draft, bhank acc

Q .

(1) Temporary residence, even if of long duration,
merely to transact business or engage in employment 1s
not sufficient for the.acquisition or change of domicile.
Henry A. Huchins, 8 T.C.M. 809 (1949)

(2) It is essential that the intention to establish a
domicile of choice relates to the present and not to the
future. Richard M, Gooding, 270 F.2d 765 (D.C. Cir.
1957)

An infinite variety of factual criteria have been used
by the courts in determining domucile. Some of these
cases are enumerated below:

(1) Original residence, home, business interests. chil-
dren’s school, clubs, attendance, bank accounts, charge
accounts and ration books in St. Lowrs prevailed over
business quarters home registry for draft, clubs and
membership 1n business organizations in California.
Frunas E. Fowler. Jr.. 4 T.C.M. 520 (1945)

(2) Residence for 8 months, employment for 8
months and oral testimony of intention to remain in
Texas was insufficient against no home. absence of vot-
ing, no taxes paid or investments made, parents 1n
Indiana, single income tax return, and no return to
Texas thereafter Paul Grafe. § T.C.M. 81 (1946)

(3) Birth, original house, voting. poll tax payment.

count, marriage, and central branch of father's export
business in Texas prevailed over the conduct of domes-
tic business, auto license, country club membership,
and continued residence in North Carolina with wife.
Pietro Crespi, 44 BTA 670 (1941)

.(4) Mere absence from abode. however long. with-
out intent to change domicile, does not effect a change
of domicile. Sampson v. US., ¢3 F. Supp. 624
(D.C.N.D. Cal. 1945)

(5) Residence for 9 months while building a ship-
yard, visits from family after school and letters indicat-
ing the possibility of permanent abode 1n Texas were
insufficient against failure to establish a house. his de-
parture on completing of the job and his hving out of a
suitcase while in Texas. George C. Westervelt, 8 T.C.
1248 (1947)

(6) The time of change of domicile was found to be
the date that certain financial arrangements for a reorg-
anized corporation were concluded, it having been the
taxpayer’s intention to change his domicile to California
when the arrangementd were concluded, Northrop v.
Comm., 49-2 US.T.C. 9406 (CA 9th, 1949)

(7) Original domicile, renting of home, poll tax pay-
ment, voting, safe deposit box, visits to church, mem-
bership, ownership of real estate, interest in a printing
partnership in Texas and residence in Michigan in ho-
tels or furnished apartments prevailed over an originally
brief period of employment tn Michigan which, during
the taxable period involved, had been extended to five
years. Eddy R. McDuff, 3 T.C.M. 882 (1944)

(8) A domicile once acquired is presumed to con-
tinue until it is shown to be changed. Mitchell v, U S,
88 U.S. 350 (1874)

(9) However, residence clsewhere rebuts the pre- .

sumption, and casts upon him who denies it to be a
domicile of choice, the burden of disprovingit.-Ennis v.
Smith, 55 U.S. 400 (1852) b

(10) Residence in fact, coupled with the purpose to
make the place of residence one's home, arf( the essen-

€0 ’
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tial elements of domicile. Supreme Court Decision in
Texas v. Florida, 306 U.S. 398 (1939) (

The Supreme Court Decision noted in 10 above is the
most important decision to date in the attempt to define
domicile.

Two examples of militarv situations connected with
community property laws are illustrated as follows:

(1) The fact that a young man born and raised in
Maryland spends his young adult life roaming through
the Untted States, working at odd jobs until he arrives
in San Francisco, California, where he immediately
joins the Navy and ships out to foreign parts would not,
in ttself. quahfy him for the Community property rights
of Catifornia;

(2) A serviceman born and raised in a community
property State joins the military as a career man. He
marnies a nonresident alien from a country which is not
4 community property country. Upon retirement from
the military he decides to remain in the foreign country,
raise his family, establish a permanent home there, and
devote the remainder of his days to living in such coun-
try For tax purposes he has abandoned his domicile in
a community property State by shifting his doimcile to a
new place Therefore, he would not be entitled to any

Jmummpmimmmumw—pfepeﬁy—la\w———

If the taxpayer is domuciled in a community property
state and marries a nonresident alien. the tax savings is
substantial However, the question of domicile, as can
be seen from this brief study, must be decided by not
onty the taxpayer's words but also his actions. .

Information To Be Filed With Returns

When a United States citizen, domiciled in a commu-

nity property State. 1s married 1o a nonresident alien”

wife and they wish to file Forms 1040 and 1040NR
respectively, the returns of both husband and wife
should contain 4 similar statement setting forth names

.
»

and addresses™of both spouses, employers, periods of

employ ment in foreign countries, wages earned by both
spouses during such periods. total wages from employ-
ment within the United States. details of income tax
withheld. the date of marnage, the place where the
husband filed his income tax returns, the deductions that
the husband has taken. facts concerning his domicile 1n
a community property State, and facts relating to the
wife being a nonresident alien.

Summary
Returns Filed by Aliens
Resident Alisn

(1) When stay exceeds one year—rebuttable pre-
sumption arises that taxpayer is a resident alien

(2) Taxable on income from all sources

(3) Files Form 1040

(4) If both spouses are residents or U.S. citizens for
entire year they can file a joint return,

Nonresident Alien

(1) One who is neither U.S. citizen nor resident of
US.A.
(2) Taxable on U.S. sourced income only.

.

.




[ “Hle a JO4UNR and her husband s prectuded—from———taxable-year:

(3) Files 1040NR.
(4) May not file joint return.

Alien Members on Active Duty
Enlistees are usually considered resident aliens.

Military Personnel Married to Aliens

(1) Married to resident alien—Treat like U.S. citi-
zens (joint return, etc. if alien spouse resident for entire
year). .

(2) Married to nonresident alien—(Very important)

(a) He files 1040 return.

(b) May claim wife’s exemption only if she has no
U.S. sourced income and is not the dependent of
another. .

(c) Is limited to a $1,300 percentage standard
deduction or $950 low income allowance for 1975.

(d) May check Unmarried Head of Household
status on return if he maintains a household for a de-
pendent (not his spouse because she is an exemption
but never a dependent). : -

(e) The wife need not file a return provided she
has no U.S. sourced income. If she does, she .will likely

claiming her exemption.

(3) Husband Domiciled in Community Property
State—Married to Nonresident AIien-—(\‘(ery impor-
tant).

*. (a) He files 1040. -

(b) Reports all his salary before marriage and half
his salary after marriage, plus half of her earnings after
marriage. .

(c) Reports all his withholding before marriage
and one half his withholding after marriage.

(d) May claim a foreign tax credit if taxes paid to
foreign government on half of wife's earnings feported
on his return.

(e) Reports all income from assets acquired before
marriage whether such income is earned before or after
marriage. .

(f) Reports one half income from assets acquired
after marriage. .

(8) May claim Wife’s exemption if she has fio U.S.
sourced income other than interest from true bank ac-
count, However, one half of the dividend income or
capital gain on assets acquired after marriage even
though in husband’s name would be her U.S. sourced
income; therefore no exemption for the wife.

(h) Limited to a $1,300 percentage standard de-
duction or $950 low income allowance for 1975.

(i) He may check Unmarried Head. of Household
on return and claim such status if he maintains house-
hold for a dependent (not his spouse).

(j) Nonresident alien wife files a Form 1040NR if
she has U.S. sourced income. - -

(k) If the spouses are living outside the U.S.A. the
wife’s share of the husbands’ salary is sourced outside
the U.S. and therefore not reportable by her (source of
salary is where it is earned).

et

(1) She would report one half of the withholding
on her husband's pay and claim refund of such amount.
Notes: ‘

(1) Both taxpayers must submit statements establish-
ing domiciles, residence status of wife, where the in-
comse is earned, etc.

(2) If wife has U.S. sourced income through com-
munity property law she must report it on 1040NR
(i.e., dividends, interest, etc.).

Quiz for Chapter 7

Question—-Answer Quiz

1. The' following questions are asked by a Navy
officer, a resident of New York, who is on duty
in Japan. His taxable income for the taxable
year is $7,500. His wife, to whom he has been
married for three years, is Japanese and has
never visited the United States. She earned $1,500
from employment in Tokyo, Japan during the

a. Is he required to file a U.S. income tax return?

b. Is his wife required to‘file a U.S. income tax
return?

c. If they had refurned to Yonkers, N.Y., and
became residents of that city on 1 Noyember of
the taxable year, how should they file? Sepa-
rately, jointly, etc.? *

2. Capt. George Wilson, a United States citizen, dom-

iciled in Maryland, was stationed in Tokyo, Japan.

On 12 Feb., he married a nonresident alien and he

and his wife remained in Japan for the remainder

of the year. Hjs income was $8,900.00. His wife

had a $3,000.00 salary earned in a Tokyo beauty

shop. She was not.the dependent of another and

had no U.S. sourced income. The couple had no

children or dependents.

a. What return would Capt. Wilson file?

b. Could he and his wife file a joint return?

¢. What tax table would Capt. Wilson compute his
tax under? '

d. How many exemptions would he claim?

e. Would Mrs. Wilson file a federal income tax
return, and, if so, which form? . N

3. Sgt. Smith, from California, marries Miss Kim on

1 June. From 1 January to 31 May, Sgt. Smith

earned $3,000. From 1 June to 31 December,

while married, Smith earned $5,000. Miss Kim's
earnings were $1,000 before marriage and $1,500
after Sgt. Smith was in Korea the entire year.

a. Can Sgt. Smith file a joint return with Mrs.
Smith?

b. What income does Sgt. Smith repost on Form
1040? '

c. _Does Sgt. Smith have a choice of a standard
deduction or itemized deduction?

61
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Chapter 8. Section 911 —Exclusion of Earned Income From
Sources Without the United States

- Income from personal services rendered abroad by
US. citizens up to stipulated maximum amounts is
exempt from U.S. tax. However, U.S. citizens, who are
US. Government Employees or members of the U.S.
Armed Forces are not entitled to exclude compensation
received from such government employment or from
any of its agencies or instrumentalities. For these other
U.S. citizens to qualify for exemption, they must meet
either of the following circumstances:

(1) A bona fide resident of a foreign country, who
has been such for an uninterrupted period that includes
an entire taxable year, is exempt from tax on the first
$20,000 of wages earned abroad for a full tax year. If
an individual has been a bona fide resident of a foreign
country for an uninterrupted period of 3 consecutive
years, this individual is allowed an exclusion of $25,000
with respect to that portion of a taxable year occurring
after the dxpiration of the three year period.

(2) An individual who has been physically present in

ieas
mately 17 months) out of 18 consecutive months is
exempt from tax on the first $20,000 of wages earned
abroad for a full tax year. This limitation remains at
$20.000 regardless of the length of time the individual
may be physically present in a foreign country,

These exemptions apply only to compensation re-
ceived for personal services rendered abroad. They do
not apply to investment income, capital gains, or com-
pensation received for personal services rendered in the
United States on a trip there; all such amounts are
taxable.

The general rules pertaining to the exemption of
carned income, under either of the two provisions
above, are:

(1) Compensation for services performed outside the
United States qualifies even if payment is received in the
United States.

(2) To compute the applicable ceiling, the compensa-
tion received must be related to the year in which the
services were performed, even though on the cash basis
compensation is reportable or taxable only when re-
ceived. ,

(3) No amount received mdre than one year after
the end”of the year in which the services were rendered
is exempt.

(4) Amounts paid by the United States or any
agency thereof are not exempt; thus, the pay received
by a member of the armed services serving abroad is
not excludable.

(5) Business expenses allocable to exempt carned
income are not deductible.

Bona Fide Residence

A bona fide resident of a foreign country is one who
in fact has established a residence there for a indefinite
period. If a person goes to a foreign country to work
for an indefinite period and sets up permanent quarters
there for himself and his family, this person probably
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becomes a bona fide resident immedia?g:ly upon so doing.
Even though this person may have4ri‘intention to return
to the United States at some 1ndefinitetime in the future,
a person can still be a bona fide foreign resident. On the

_ other hand, one who goes to a foreign country for a
definite purpose that can be promptly accomplished is a

transient.

There is no all-inclusive test or definition of bona fide:
foreign residence. In considering this issue in the many
litigated cases, the courts have given much weight to the

- purpose of the trip abroad, intended and actual length

of stay, whether the family accompanied the individual,
type of quarters occupied, and participation in local
social organizations. Once bona fide residence in a for-
eign country has been established, temporary visits to
the United States or elsewhere on vacation or business
trips will not interrupt the period of bona fide foreign
residence. Abandonment of a foreign residence simulta-

neously with a trip to the United States preliminary to
ull"days~(approxi- transfer to another foreign post may terminate a period

of bona fide foreign residence.

An individual will not be considered to be a bona fide
resident of a foreign country if he (1) makes a state-
ment to the authorities of that country that he is not a
resident thereof, (2) has earned income from a source
within such country, and (3) the officials there hold
him not subject to income tax as a resident of that
country.

Physivcal Presence Abroad

The other means of excluding from gross income
compensation for personal services rendered abroad -is
for a US. citizen to be physically present in one or
more foreign countries for at least 510 full days, ap-
proximately 17 months, during any period of 18 consec-
utive months. The rule is simple but very exacting: to
qualify, an individual must be on foreign soil for the
requisite time Hic intentions of staying or returning, or
the nature and purpose of the stay abroad are imma-
terial. Any 18 consccutive months may be considered
to acquire 510 qualifying full days of physical presence
in foreign countries.

A qualifying day means a period of 24 consecutive -

hours beginning at midnight and ending the following
midnight. In computing the minimum_of 510 full days
of presence in foreign countries, al& separate periods of
such presence during the period of 18 consecutive
months are to be totaled. If an individuai travels from
one place in a foreign country to another place in the
same or in another foreign country over a route a
_portion of ‘which is not within any country, and if the
travel not within any country is less than 24 hours, the
individual is considered within a foreign country during
the period of that travel. Any day during which a
person travels in or over the United States or its posses-
sions may not be counted as a day of physical presence
in a foreign country. The 510 full days need not be
consecutive, but may be interrupted by periods during

.
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which the citizen 1s not pfcscm in a foreign country.
Time spent in a foreign country n the employ of the
Unuted States Government will count toward satisfac-
tion of the 510 full-days requirement, even though
/amounts paid by such Government are not excludable.

Any period of 18 consecufive months during which
an individual satisfies the 510 full days requirement,
even though such period constitutes « part of a longer
period of presence in a foreign country or countries, is
permitted. Any period qualifies commencing with the
bcgmmng of any day of a calendar month and terminat-
ing with the close of the day which precedes that day n

the eighteenth succeeding calendar month numencally -

corresponding to the day of the period’s beginning. If
there 1s no such corresponding day, the qualifying pe-
nod closes with the last day of the eighteenth succeed-
ing month. Such period need not commence with “tHe
day of arrival 1n a foreign country nor terminatg with
the day of departure. In no event may the 510 full;days
requirement be reduced by being prorated over a period
of less than "18 consecutive months.

Because of the preciseness of the physical-presence
rule, a careful record ui dates and times of travel, with

...Appropriate documentary support, is important. '

i

Center, Philadelphia, "Pa., or the local Revenue Service
Representative or other Revenue Service ‘employee. He
must file Form 2350 Before the date for fiting his re-

" turn. If he files on a calendar year basis this would be

June 15. An extension granted will be to a date after
the time requirernents are satisfied.

If he apples fof an extension on Form 2350, he
should not file his income tax return with that form,
This is because taxpayers who apply for an extension on
Form 2350 ordinarily expect to pay no tax because they
will qualify for exemption after they satisfy the require-
ments of the bona fide residence or physical presence
tests. If he Obtains an extension of time by use of such
form, and because of unforeseen events he finds it im-
possible to satisfy the requirements of the above tests,
he should file his income tax return as soon as possible,
because interest must be paid on any tax due after the
regular due date of the return (even though an exten-
sion was granted).

Notes:

(1) If the taxpayer will have tax to pay with his
return (even after qualifying for the exclusion) it may
be advisable for him to.file by the due date of his return
or 2 months later if he is_abroad on the due date. The

—_—— e — ==
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First Year in a Foreign Country

« Before a taxpayer can exclude personal service in-
come-on the grounds that he 1s a‘bona fide resident of a
loreign country for an entire taxable year, or that he
has been physically present 1n a foreign country for 510
full days out of an 18 month gonsecutive period, the
taxable year or 18 month period must elapse. A calen-
dar year basis taxpayer arriving in a foreign country on
30 September 1975 must file his income tax return for
1975 on or before t5 June 1976 {assuming he 1s outside
the United States on 15 April 1976). However, on 15
June 1976 he is not in the position to state that he has
been a bona fide resident of such foreign country for an
entire taxable year (1 January.1976 )
ber 1976) nor that he has been phys
foreign country 510 full days out of an
"month period (1 October 1975 through
if the taxpayer did not leave such coun
18 months). In such a situation, the t
one of two procedures.

1 March 1977
ryfor the full

abroad on his 1975 Form 1040 and ubjccl‘nt to Federal

. dependmg on his qualifying excludable status, he would
file a claim for refund of the tax pard on such foreign
sourced income, and submit 4 completed Form 2555
with his claim. He would be entitled to receive interest
on his refupd. A Form 1040X or 843 may be used in
filing the claim for refund. Use of the Form 1040X is
preferred.

(2) He should obtain an extension of time for filing
his income tax return. He may ob®in-an extension by
applying on Form 2350 to the Internat Revenue Serviee

RIC
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“reason for this is that interest at the rate of 9 percent

per annum is charged on the unpaid tax from the regu-
lar due date of the return to the date his tax is paid.
(2) In procedure (2) the taxpayer should attach his
Form 2350 to his Form 1040 and submit it to the same
internal revenue office where he sent his original Form

*2350. © —

Personal Service Earnings From
Appropriated or Nonappropriated Funds

The exclusion from tax does not cover compensation
received by U.S. citizens from either appropriated or
nonappropnalcd fund organizations (U.S. Armed
Forces exchanges, commissioned and noncommissioned
ilicer s messes, armed forces motion picture services,
and otHer organizations similarly orgamized and oper-
ated under U.S. Army, Navy, or Air Force regulations)
in connection with the rendition of personal services
abroad for such organizations. Appropriated or nonap-
propriated fund Srganizations are considered as integral
parts of the armed . forces, agencies, or mstrumentahtnes
of the U.S. Thus, compensation received’ from such
organizations constitutes amounts paid by the U.S. or
any of its agencies or instrumentalities. In view of this,
uUs. rccipients of such amounts may not exclude them
from U.S. income taxation.

A detailed discussion of personal Service income that
is excludable because of a taxpayer's bona fide residence
or physical presence in a, foreign country has not been
presented. Publjcation 54, Tax Guide for U.S. Citizens
Abroad, should be consulted if.a situation arises in
which a taxpayer has such income.

i
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Appgnd-ix AaQui; Solutions 1-7° _

, A )

Solutions for Chapter, 1 . ‘
‘ -

"Yes—-No Solutions
A. No F. Yes
B. Yes g G. No P
C. Yes H. Yes
D. Yes ." 1 No
E. No .

True—Faise Solutions .

1. F See chart for filing requirements.

2. F If the gross income of a single taxpayer under
65 is $2,350 or more, he is required to file a
tax return. If the gross income of a single tax-

* pdyer over 65 is $3,100 or more he is required
to file a tax return.

3. F Gross income is FMV of $1,350 in this case
(less than $2,350 requirg for filing).

4. T . For joint feturn purposes’they are married as of
the last day of the taxable year.

5. T Sue earned less than $750.

6. F Since Jim is remarried he cannot file jointly
with Sue. s, ,

7. F He must file since hephad unearned icome.

8. T

9. F Automatic extension is 2 months to 15 June for
calendar year taxpayers.

- 10. F 15 April 1976 (3 years from fiing or due date

which ever is later). .

“

,Multiple Choice Solutions -

. Gross. income._See détailed outline in summary
for filing requirements. N -

Over 65 with gross income of less than $3,100.

All others muist file because they meet the gross

income test. .

. If a husband and wife’ have separate gross in-
comes, they may file separate returns or 3 joint
return. If a joint return is filed, all income of
cach spouse must be includéd therein even
though the income of one is less than $750
and he would not otherwise be required to file
a separate return. Under no cirgumstances may
one file a separate return to receive a refund of
tax withheld on wages add then file a joint
return with the other spouse. .-

. By remarrying before the end of the yearmhe
cannot file jointly with the deceased wife but
can so file with present'wife. None of the dthers
are permissible. .

"B. It would ordinarily be to their advantage to file
scprate returns. A smaller adjusted gross in-4
come allows a -greater medical deduction.

. False. 15 April (due date is later than filing

.dat’e). ~ P

Question—Answer Solution,s .

1. 2. Yes b¥No c. Yes
2. a. No . ‘

b. Yes. By ﬁling\h return Form 1040 or Form

< .

.

ing the refund.
3. a. Internal Revenue Service Center
1160 West 1200 South, St.
\w Ogden, Utah 84201
’ . Internal Revenue-Service Center
4800 Buford Hjghway
Chamblee, Georgia 30006
¢. Internal Revenue Service Center
11601 Roosevelt Boulevard
Philadelphia, Pennsylvania
4. a. No b. No

19155

Solutions for Chapter 2

Que;tion-Answer Sojutions

1. a. Personal exemption $750 for the taxpayer and,
if he files a separate return, $750 for his spouse pro-
vided she had no income and was not a dependent of
another taxpayer. Additional $750 if the spouse is 65
or over and $750 if the spouse is blind. For each othet
qualified dependent $750. -0

b. Personal exemption of $1500 ($750 each). Addi-
tional $750 is allowable if wife-is 65 or over and/or
$750 if wife is blind. For cach other qualified dependent
$750.. . -

2, If not totally”blind, attach to return a certificate
from a physician skilled in the diseases of the eye or a
registered optometrist, showing central visual acuity docs
not exceed 20/200 in the better eye with corrective
lenses or that widest diameter of the visual field subtends
an angle no greater than 20 degrees.

3. Support test—the taxpayer is required to have con-
tributed more than 50% of the support of the dependent
for the calendar year.

Gross income test—generally, a taxpayer is not en-
titled to an exemption for a dependent who received
gross income of $750 or more for the calendar year.

Member-of-household or relationship test—an exemp-
tion may be clalmed for a dependent related to the
taxpayer, or is a member of the taxpayer’s houschold
and lives with the taxpayer for the entire year.

Citizertship test—generally, a dependent must be a

" citizen,or national or resident of the United States, or a,

resident of Canada, Mexico, the Canal Zone or the
Republic of Panama.

!éint-return't@—g_enerally, if a joint return is made
by the taxpayer and his spouse, no other person is
allowed an-exemption for such spouse eventhough the
other person would have been entitled to clam an' ex-
emption for such spouse as a dependent if sych joint
return had not been made. '

4. a Yes

b, If a dependent otherwise qualifies, he may have -

1040A, showing the overpayment and request- *




gross income of $750 or more and stll be a dependent
if he 1s the taxpayers' child and (a) 1s a full-time
student, or (b) has not reachéd the age of 19 by the
closc of the taxable year.

S. Yes, if a legally adoptcd chitd was a membcr of
the citizen taxpayer's houschold. there 1s an exception to
the rule requiring that a dependent must be a United
States citizen, national or a resident ot the Umted
States, Canal Zone, Panama or a country cgntiguous to
the United States. The exception applies to a citizen
taxpayer's legally adoptcd child whose principal place
of abode is the home of the taxpayer and_ is a member
of that houschold during the entire taxable year. The
exception applies if the alien child 15 a member of the
household for the entire year even though the child 1s
adopted during the taxable year. That 1s. the child must
be a member of the household for the entire year but
the parentchild relationship need only exist at the end
of the year. ,

Where the dependent child is a resident of the United
States, it is immaterial that the child was not a member
of taxpayer's household during the entire taxable year.
If legally adopted and not a resident of the United
States the dependent child and taxpayer must occupy
same household for entire taxable year.

6. The term “support” includes expenditures for food, |
shelter, clothing, medical and dental care, education,
and the like.

7. Yes. The Government contributian 1s ,nontaxable
“basic allowdnce for quarters.” . s

8. No. A taxpayer's spousc does not meet the rela-
tionship test. Yet a $750 exemption is available to the
taxpayer if he files a separate return’and his spouse has
no gross income and is not the dependent of another
taxpayer. There is no fequircment that the spouse be a

" resident or citizen of the United States nor that she
resides with the taxpayer as a member of his household.

9. a. No. Mrs. Briggs' sister was neither a citizen nor
a resident of the United States nor a-resident of Canada,

the taxable year. ;

b. Same as in “a”’. Must be a resident of the Canal
Zone, Panama, Mexico or Canada.

10. a. No. Since Jane filed a joint return with her
husband, hef father may not claim her as a dependent
for that year even though he met all the other require-
ments for claiming her as a dependent.

b. No. On a separate return, you may claim an ex-
emption for your wife only if she had no ‘gross income
and was not the dependent of another taxpayer.

11. Major Albeer may claim a dependency exemption

“for each of his children. The son qualifies as a depend-

ent inasmuch as he was a student for over five months.
A}

‘ A

~

i3
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Mexico, the Canal Zone or Panama at any time during

\

The daughter was under 19 years of age, a student for
-over five months, and did not have gross income of .
$750_or more.

12. a. Yes. The requirements have been satisfied in
that (1) no one person contributed over half of the
support, (2) Colonel Howard, Bettsy, and Andrew con-
tnbuted more than 50% of the parents' support, (3)
the Colonel contributed more than 10% of the total,
(4) Bettsy and Andrew signed a written agreement that
they would not claim the dependency exemptions.

b. Colonel Howard, Bettsy or Andrew (multiple sup-
port agreement necessary).

13. a. Yes. Although a citizen of the United States
whose spouse is a nonresident alien may not file a joint
return with such spouse, he may, provided- she has no
gross income subject to Federal income tax and was not
a dependent of another taxpayer, claim an exemption
for her on his separate return, regardless of her nation-
ality or place of residence.

b. Yes. Mrs. Thompson's‘ income was nhot from
sources within the United States.

c. No. No joint return shall be made if either the
husband or wife at any time during the taxable year is
a nonresident_alien.

14. a. Either W/O Jones, his sister, or the widow
may claim an_exemption for the mother providing each
other persom the group files a written declaration that
he or she will not claim the individual as a dependent
for any taxable year beginning in such calendar year.

b. Yes. The written declaration required may be
made on Form 2120. Any declaration made other than
on Form 2120 shall conform to the substance of Form
2120.

c. Each other person in the group not claiming the
exemption.

v

Support Test Problem . ’
1. Mother
2. Father
3. Mother
Tax C&mputation Problems .
a.
b.
C.
d.
c.
f.
g
h.
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Solutions for Chapter 3

Multiple- choige Solutions

I. D. Unrealized increase in value of property. All
items are ingluded in gross income. ’
$5,875. All of the above items are includible in

gross income. .

$1,700. All of the items ase includible in gross

income. '

$800. 4 x $2 X 100 shares. The assignment

of income does not relieve the assignor of the

federal tax thereon. :

. $150.00 in 1974 and $304.50 1n 1975. Interest
is included in gross income in the year it is
credited to his account.

. $500. Only Car Motor Co. dividends of $400
and U.S. Talk Co. dividends of $100 qualify as
dividends.

. Cash dividends-paid by a mutual insurance com-
pany.

8. C. $2,400. $3,300 less $900 specified for child sup-
port. The $500 received for medical bills is not
includible because it was not required under the
decree.

“

2. E.
3. E
4. A,

True—False Solutions -

1 2

(a)—C (a)—F
. (b)—C (b)~—T

(c)—N.C. (c)—F

(d)—C (d)—T

(e)—N.C. 3—T

()—N.C. 4—F

(g)—C 5—F

(h)—N.C.

(1)—C

(j)—N.C.

(k)—N.C.

(H)—N.C.

Solutions for Chapter 4

True—False Solutions .

1. T
2.
3. T ]

4. T ,
5.a. F 5. (cont.)
b £ T
c ? g F
d. F h. T
e. T i T
6. T ’

Muitiple Choice Solutions

1. B. The v.alue of property acquired in exchange for
services performed. ’
2. E. All of the above.

o “3
ERIC
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3. B. Thirty-first day of absence.
4. E. None of the above.
5. €. Military retircment, based on length of service.

Gu-estion-Answer Solutions

L]

1 Yes He can exclude an entire month's pay for every
month during a part of which he spends in hospital. He
cannot claim an extension for filing his return based
upon service in a combat zone, followed by hospitaliza-
tion as the result of such service if the hospitalization is
in the United States. He would have to file on or by 15
April.

2 No. Compensation for personal injury is not includi-
ble in gross income.

3. a. Reimbursement ........cce.cooverevrsvenerennnn. . $175
Less actual expense ..........ofveereecerueennn e, 150
JIncludible in income L_S—TS

b. “Reimbursement ........c.cooceveverveosree s, $500
EXDENses .......ccoovevmevneceeetcsceeneee e 650
Excess over reimbursement ................... $150
Not deductible (maid) ....ooovvvevereeeeoena 20
Deductible .....coooveveeeeeeeees e $130

c. Reimbursement of $380 is includible in gross
income. Movement of dependents is a qualifying
moving expense and $275 is therefore deductible
as a moving expense.

" 4. At least 71 miles.
5. Generally, at least 39 weeks in the 12-month period
following his arrival.

Solutions for Chapter 5

‘True—False Solutions

~HUZZUzZo~
oo ©

PNOANHE W~

2

" Multiple Choice Solutions ’

l. e

" * 2. e¢. All personal nondeductible expenses.

3. c. $240 Property taxes on residence
State inCOME 1aX ..ecoevueveeveerrre e
s State gasoline tax ........evevrrvvnn...

Total allowable

4. e. None. Mishid or lost property is not a theft and
therefore not deductible.

5. e. None. Termite damage is not sudden enough to
qualify as a casualty loss.

6. b. Not a recognized charitable organization.

Question—Answer Solutions

. a. For 1975, the use of the standard deduction is
limited as follows:




~

169 of adjusted gross income up to $2,300 in the
cast of single persons and $2.600 in the case of mar-
ned individuals. The limitation 1s $+,300 in the case
of married persons filing separate returns.

b. No. if the stapdard deduction is taken, tax credit
credit\for taxes of foreign countries shall not b¢ allowed.

c. No. The deduction of the spouse who itemizes is
controlling. The other spouse must also itemze deduc-
tions, even though they amount to less than the standard
deductions.

2. a. None. It is a donation to an orgamzationnot
created 1n the U.S. or any state therein.

b. $550, the fair market value of the stock at the
date of gift.

¢. None. Same as 2(a) above.

d. None. This 1s a contnbution of a service to a
private individual.

¢. $52. This 1s considered a gift to an arm of the
U.S. exclusively for public purposes.

f. $22.40 (7¢ per mile: x 320 miles). Unreimbursed
expenditure for the use of the car for the benefit of a
qualified organization 1s deductible.

3. a. Not deductible.
. Deductible.

. Deductible.

. Not deductible.
. Not deductible.
Deductible (85).

,—o o0 o

4, a.
upon whom they are 1mposed. They are thus deductible
by the owner of the property, not the holder of the
mortgage.

¥
No. Taxes are deductible only by the person

. Nondeductible. -
. Nondeductible. *

. Deductible. “

. Deductible.

. Nondeductible. -
Deductible.

e c oo

Solutions for Chapter 7

Question—Answer Solutions

1. a. Yes.

b. No.

c. Separately. Under those conditions the wife
would have become a resident alien on 1 November.
She must be u resident alien for the entire year before
a joint return may be filed.

2. a. Form 1040.

b No.

c. Married filing separate.

d. Two.

e. No.

3. a. No.

b. $6,250. All of his carnings before marnage
($3.000) and one-half of his carmings after marriage
(82.500) plus one-half of his wife's earmings after mar-
riage ($750.00).

c. Yes.

.‘J
s
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Solution to Continuing Problem (Chapters 3, 5 and )

11040 US individua income Tax Return 1975

«

[

For the year Janvary l—DQCGmE)er 31 1975 of other taxable year beginning . 1978, ending
‘ I hame f joi0t return grve Iyt names and indigls of botky l Last name Your sncis) security number For Privacy Act Nouhca‘tion,
2 John A, BeTTy Man baT AR I 535 | se0pae2of instuctions
% Present heme addiess (Number and mut/lmludm( spartment number, o rurdt route) Spousa’s socisl security no. For IRS use only
2| 22 Freenhil]l  Avenve 2P YR 3618
g City, town or post sHice, Stts and UP code Occu: | Yours » u_‘sﬁ'ﬁ e
* Oxon H:[/ a /y}"‘yjn Nn/ 2002/ pation | Spouse’s o Secrelary
Requested by A In what city town, »ﬂla(e, B Do you iive within the legal | C In what county and State do you live? D In what township do
?ensus Bureau etc do you jve? hmits of the city, town, etc? County State you live? (See page 4 )
or Revenue . . . t
Sharing Oxow H, /Z OYes Mo Qbortknaw |[Frivece Cesrge's  Maryl.
’ 1 77 Single (check only ONE box) 6a Regular Yourselt X Spouse E’;;',’,'L‘;,T&‘;f', A
- 2 X Marned filing joint return tevea it only one had ncome) b First names of your dependent children who
3 30 Mam.ed filing separately. if spouse 15 ajso fihng*give &b hved with you_Ann
8 spouse’s social security number 1n designated space above | © Enter 1
[72] and enter full g aumber g
[Y) name hers p E € Number of other dependents (from line 27) . »
:_g 4 __ Unmarnied Head of Household (See page 5 of Instructions) £ |~ d Total (add iines 6a. b, and ¢) . .. L. 3
i > W e age 65 orover. . {7 Yourselt (] Spouse Enter
5 7 Qualifying widow(er) with dependent child (Year Bhnd . . , .[J Yourself 7 Spouse 2:,:3’,;‘,
spouse died » 19 ) See page 5 of Instructions 7 _Total (add lines 6d and e) . . >3
[;' 8 Presidential Electon N Do you wish to dedignate $1 of your taxes for this fund? . . Yes % No Hate: It you check the “Yes™
E Campalgn Fund . . If joint return, does your spouse wish to designate $17. . . Yes |21 | No b neue ';?u,'":::.'.;'a.m'
o i 9 Wages, safanes, tips, and other employee compensaton pfiech Forms P e L ] 9 /3.-348 oo
; L
e 7
g ; 10a Dividends (5% hint) ¢ 7¢/, . 10b Less exclusion $ 200 paiance b | 10c a6l ad
S g | (If gross dividends and other distributions are over $400Q, hist in Part | of Schedule B.)
w
; 1t $400 or less, enter total without histing 1n Schedule B
31 8 11 Intorest income. It over $400, enter total and list in Part il of Schedule B ] -1 0o L
ol & | 12 income otner than wages. dividends, and interest (from hine 36) L. L 12 1, 687 50
2 | 13 Total (addhnes9, 10¢, 1L and12) . . . . . . . .. . .. ... . 13764996 |50
I S ' 14 Adjustments to income (such as "sick pay.” moving expenses, e‘coo:;mm mned2). .| 14 /7
. i —
£ 15 _Subtract ine 14 from e 13 fAdjusted Gross IncOme) inuan o * tanst e . | 15 175, 4 8 |50
o [ 4
| ® If you do not itemize deductions and hine 15 1s under $15,000, find tax in Tables and entsr on line 16a. e
@ If you itemize deductions or hne 15 is $15,000 or more, g0 to line 43 to figure tax.
2 ® CAUTION f you ha,e unearned income and can be claimed as a dependent on your parent s return, check here » ' and see page 7 of Instructions
] —
[ + 16a Tax, check f from Tax Tables Tax Rate Schedule X, Y, or Z B
@ | Schedule D ‘Schedute G | OR{ ] Form 4726 | 16a ], S04 31?7
P T
? ' b Credit for parsonal exemptions (multiply !:ne 6d by $30) I R b 20 o0
‘5 ¢ Balance (subtract l:ne 16b from hne 16a) . . N ] /,. 81 Y Q
o 117 Creas (from line 54) . . . . oo . .| A7 —_—
- s ; 18 Balance (subtractline 17 from hine 16¢) . W, R . 18 /7, £/4 32
E o ‘ 19 Other taxes (from hne 63) . . . . e s e 19 - '
£l S | 20 Total (add imes 18 §nd 19) R T 2L A i
= ttach 3 -2 ’ 3
5| E | 21a Total Federal income tax withheld w-2¢ 1o o -~ | 218 | /), 9§23 |00 o .
. v : i ungtude amount atiowed a3 b Pay amaunt on Iine 23 in ,7
ol & J b 1975 estimated tax payments creait tiom 1974 rerorn) . —_— futl with this return. Write %
ol c soclal security number en 7
g ! c Eornsd income credit — chack or money order and %
z° ._‘3 J d Amount paid with Form 4868 . . . .o d E‘.',".',.u’."s'.b,{,'.c:? Internal /é
5 I e Other payments (from line 67) . RN e G S e g
x 22 Total (add lnes Cla through e) L . L o o .l22] g, 992 (24
L4
E ©_ ' 23 if une 20 1slargerthan iine 22, enter BALANCE DUE IRS . . . R RN
g S 'E” Cre k here D 'form 2210 Form 2210f. of stetement 13 attached See page & of Insiggctions )
§ © 'gl 24 it hne 22 1sjargerthan line 20, enter amount OVERPAID . . . . . . . . . | 24 /¢ 2 ‘3
clo '
T E®I 25 Amount of line 24 to be REFUNDED TO YOU . . . . .. » |25 162 [
Y , IR 7 R )
1M S 26 Amowt of ine 24 to be cred- ’ 2 it all of ovo'payﬁ\n/;/l/{l/oﬁo/ 4)/1/1//{{3//6/0////////§
é [++] ited M 1976 estimated tax » | 26 / refunded (line 25), make no entry on line 26 //’ .

finder pendil es of D€ ¥ | dedlire 1hal | have exdmined this return, inciuding and 1o the hest of my knewiedga and dehiel it

] hed and st
S' W T corieit gng cumsiete Declaratcn of prepaies ther than tarpayer) 13 based on 'all.mmmmon of whith Oreparer has any hnewledge
- ien 4. Pkt i)
here P __ . " 2 AN .

You s g®3'ure Oste 7 ’Fupuu'l signature (other than' tazpayar) Date
Yol :
| } Do by SR fodC
Soeuse's !'lﬂlly‘ of hling lemtly BOTH must 314 even If enly ene had income) AdTiess (and 1P Code)
m
o -
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Solution to Continuing Problem (Cont. 1) -

" 32

Q
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Form 1040 (197%5)

Page 2

{3) NAME (&) Relationship (c) Months lived in your | (&) ©Oid de- | (e), Amount YOU | {h Amount fur-
%] home. if born or died ndant have | furnished for de- | mished by OTHERS
E during ye sk, write B or O ncorne of | pend onrs sup- | Inciuding depend-
‘15 ol - . R $750 or more? mr:; AL 00% | ent
ﬁg N = »
o8 $ s
a
27 Total number of dependents listed 1n column (a) Enter here and on line 6¢ » |
BT Income other than'Wages, Dividends, and Interest
28 Business income or (loss) (attach ScheduleC) . . . . . e e e . .. .28 N
29a Net gain or (i0ss) from saie or exchange of capital assets (attach Schedule D) e e e . ] 20 g5 __J:Q
29b 50% of capital gain distributions (not reported' on Schedule D—see page 9 of tnstructions) 29b
30 Net gain or (loss) trom Supplemental Schedule of Gains and Losses (attach Form 4797) . 30 _—
31a Pensions. annuities, rents, foyaities, partnerships, estates or trusts, etc. (attach Schedule E) . 31a 4 30 o_,o
31b Futly taxabie pensions and afhutties (not repdrted on Schedule E—see page 9 of Instructions) 31b
JFarm income or (loss) (attach Schedule F) . . . . 32
33 State mcome tax reunds (57 '::’;ﬁ;:.;;':z':,.':.:":.’:';.‘:.*s'z". ’.z::,zzt.;::) C e o B —
34 Almony recewved . . . . . e e e e e e e e 34
35 Other (state nature and somce——-See page 9 of Instructnons) P o e s e, 15
36 Total (add lines 28 through 35) Enter here and on line 12 ’ L. el36l 1,687 50
IZEYI Adjustments to income i
37 “Sick pay.” (attach Form 2440 or other required statement) . . . . . . . . . - . 37 -
38 Moving expense (attach Form 3903) . . . . . . . . . . o . .. . 38 _
39 Employee business expense (attach Form 2106 or statement) 39 A
40a Payments to a Keogh (H.R. 10) retirement plan . . 40a L
40b Payments ta an individual retirement arrangement from attached Form 5329 Part III 40b R
41 Forfeited interest penalty for premature withdrawal—see page 10 of Instruc!lons 141 _
42 Total (add 'ines 37 through 41) Enter here and on line 14 .| 42
mTax Computation (Do not use this part if you use the Tax Tables to flnd your ux)
43 Adjusted gross income (from hine 15) . . 43 | /8, 996 K14
44 (3) If you itemize deductions, check here » .:} and enter total from ScheduIeA hnc41 -
and attach Schedule A . [ I
(b) if you do not itemize deductions and Ilne 15 1S 315 OOOor more, check here » [_’_] and: 44 2, ?‘3 o0
If box on iine 2 or 515 checked, enter 16% of line 15 but not more than $2.600, if box
on line 1 or 4 1s Checked, enter $2,300; if box on line 3 1s checked, enter $1, 300 .
45 Subtract ine 44 from lne 43 . . . . T . - Lz,é 33 50
46 Multiply total number of exemptions clanfned on hne 7 by 5750 ‘ 46 | 2" 250 oo
47 4 Taxable income. Subtract ine 46 from iM-45 ... .41 038 3 50
(Figure your tax on the amount on line 47 by using Tax Rate Schcdule X, Y or Z, or if applicable, the “alternative
tax from Scheduie D, income averaging from Schedule G, or maximum tax from Form 4726.) Enter tax on line 16a.
48| 48 Retirement income credit (attach Schedule R) . o v v e e e e e e e e 48 _
'§ 49 Investment credit (attach FOrMP3468) . . . . « v v e e e e e 49 .
O| 50 Foregn tax credit (attach Form 1116) . . .. 50 _
51 Contnbutions to candidates for public office credit—see page 10 of lns!ructnons .. 51 ____
2 52 Work Incentive (WIN) credit (attach Form 4874) 52 .
Fu 53 Purchase of new principal residence credit (attach Form 5405) . . |53 A
| 54 Total (add lines 48 through 53) Enter here and on line 17° .».| 54
%1 55 Tax from recomputing prior year investment credit (attach Form 4255) . 55 S
E 56 Tax from recomputing prior-year Work Incentive (WIN) credit (attach Schedule) 56 .
| 57 Mimmum tax Check here » [). if Form 4625 1s attached . . . . . . . . . . . 57 L
21| 58 Tax on premature distributions from attached Form 5329, Part V . 58 —_—
B! 59 Self employment tax (attach Schedule SE) . . . 59 _
> 60 Social secunty tax on tip income not reported to employer (attach Form 4137) 60 -
¢ 61 Uncoliected employee social security tax on tips (from Forms w-2) 61 I
¢ 62 Excess contribution tax from attached Form 5329, Part IV . .. oL . |82 .
63 Total (add lines 55 through 62) Enter here and on line 19 . > 63
ECZTR Other Payments -
64 Excess FICA. RRTA, or FICA/RATA tax withheld (two or more employers—see page 10 of Instructions) . 64
65 Credit for Federai tax on special fuels, nonhighway gasohne and lubncating ol (attach Form 4136) . . 65 —_
66 Credit from a Regulated investment Company (attach Form 2439) . . . . . . . . . |66 -
67 Total (add lines 64 through 66) Enter here and on line 21e . » | 67
. . [
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Solution to Continuing Problem (Cont. 2)

Schedules AzB—Itemized Deductions AND
(Form 1040) Dividend and Interest Income ﬂ@75

Department of the Treasury

Internal Revenut Service » Attach to Form 1040, P> _See Instructions for Schedules A and B (Form 1040)

Name(s) as shown on Form 1040

| Your socsal security number

Johw AH. ¥ BeTTy /Moanhat 12/8 26 £38>
Scheduf® A—Itemized Deductions (Schedule B on back)

Medical and Dental Expenses (not compensated by insurance
or otherwise) (See page 11 of instructions.)

Contributions (See page 12 of Instructions for examples

)

— TG . 21 a Cash contributions for which you have !
ne half (but not more than § of in |
surance premiums for medical care. (Be receipts, cancelled checks or other !
sure to include in line 10 befow) . . written evidence . . . A$0 oo
2 Medicine and drugs . . .o b Other cash contnbutions. Lust donees
3 Enter 1% of line 15, Form 1040 . and amounts. » i
. USAFE C 40 oo
4 Subtract ine 3 from line 2, Enter differ- Bese Aqf&/ I e
ence (if less than zero, enter zero) I . -
5 Enter balance of insurance premiums for —_—_—
medical care not entered on line 1 . —
6 Enter other medica! and dental expenses: I S
a Doctors, dentists, nurses, etc. ——{ 22 Other than cash (see page 12 of unstruc
’:" b Hospitals. , . . . . . . . tions for required statement) . .
¢ Other (itemize—include hearing ands 23 Carryover from prior years N
dentures, eyeglasses, transportation, 24 Total contributions (add lines 21a through t
5 etc) > 23). Enter here and on hri» 38 . . > A 90 o0
Casualty or Theft Loss(es) (See page 13 of Instructions )
. L. i Note: If you had more than one loss, omit lines 25 through 28
-- - and see page 13 of Instructions for guidance.
. i 25 Loss before nsurance reimbursement . |_ /43 0&‘ (A
26 Insurance reimbursement . . . . . SO0 oo
-- .- —| 27 Subtract line 26 from line 25. Enter dif-
— ference (f less than zero, enter zero) , |__ 8§00 | 00
7 Total (add Imes 4 through 6c) -] 28 Enter $100 or amount on hine 27, whvch
8 Enter 3% of ine 15, Form 1040 . ever is smaller . . . . /”*0;‘22
N 29 Casualty or theft loss (subtract Iine 28
9 Subtract line 8 from hne 7 (if less than
2610, ente:' 2610) r .' ( © from hine 27). Enter here and on line 39 » 200 i oo
10 Total (add lines 1 and 9). Enter here and Miscellaneous Deductions (See page 13 of Instructions )
on hine 35 30 Alimony paid . . . . boo oo
Taxes (See page 11 of instructions) 31 Union dues .
O 0
11 State and local income . . . . . . 500 o 32 Expenses for chiid and dependent care
12 Real estate . . . . — services (attach Form 2441) .| &2 |oo
13 State and local gasolme (see gas tax tables) — 3/ | 09] 33 Other (termize) » 3
14 Generalsales (see salestaxtablesy . . [__ ) £§ |00 I”'“J"'" for walform !I™ o0
15 Personal property . . . ., . ., .
16 Other (itemize) »
17 Total (add lines 11 through 16). Enter 34 Total (add lines 30 through 33). Enter 0
here and on line 36 b S" 00 here and on line 40 | // /3 2 |e
Interest Expense (See page 12 of Instruct . "
P ( pag nstru lons) Summary of itemized Deductions u
18 Home mortgage . . . . . . . |
19 Other (.tem|ze) » 35 Total medical and dental—hine 10
1T, Mat'l Bewk Y |99] 36 Totaitaxes—ine 17. . . . . .| &gk |00
Del,,mnm’r STore s 2 |22 | 37 Total interest—hine20 . . . . . . 585 |6
. |~ 38 Total contributions—hine 24 . . . ., %o (oo
_ 39 Casualty or theft toss(es)——hne 29 . . 290 |oo0
40 Total miscellaneous—ine34 . , . , | 4 /32 |o0
20T tat (add n 18 d 19) E h ! 4 Egtalsdeduchons dd Nres 38 through é
otal (a nes an nter here ). Enter here and on Form 1040 line
and on fine 37 . > 55 oo ', 2\1 E 3 oo
]
b}
\)4 2 /

ERIC

Aruitoxt provided by Eic:
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Solution to Continuing Problem (Cont. 3)

X Corp, (H) /150 |oo )
A8C TFunvd (+) 133 (20
ar 1 H 43 ijoC
U.S. Talk [ &0 |09
2 Total of line 1 e e ﬁ_.__Ll)L 00
3 Capstai gain distributions (See page 14 of | | » ’ ..
Instructions Enter here and on Scheduie D, | 1//’9,//2:/’/'//4///
) 550 g e £
line 7). See note below .15 20 ;/’////;%////’/’ 2 —
4 Nontaxable distibu- ;//1{,‘/////'/{/%/ 7
tions (see page 14 of ﬂM /%
insteuctions) I — ‘ —
5 Total (add lines 3 and 4) IS o0 :
6 Dividends before exclusion (subtract line
5 from line 2). Enter here and on Form 4‘ I 00 | 8 Total interest income. Enter here and on
1040, ine 10a Form 1040, me 11 . . . . . . .

Schedules ALB (Form 1040) 1975

Schedule B—Dividend and Interest InCome

Page 2

Name(s) as shown on Form 1040 (Do not enter name and Socidl security number if shown on other side)

Your social security number

X0 Dividend Income

Note: If gross dividends (tnciuding Capitai 8asn distributions) and

other distributions on stock are $400 or less, do not compiete this

part. But enter gross dividends iess the sum of capital ga.n dis

tnbutions and non-taxabie distributions, if any, on Form 1040,

fine 10a (see note below)

1 Gross diidends (including capitai gain distributions) and other
distnbutions on stock. (List payers and amounts—write (H),
(W). (J). for stock held by husband, wife, or jointly)

Partll Interest income

Note: If interest is $400 or less, do not complete this part But

enter amount of interest received on Form 1040, lne 11

7 interest inciudes earnings from savings and loan associations.
mutual savings banks, cooperative banks, and credit unions
as well as interest on bank deposits, bonds, tax refunds, etc.
interest aiso includes original issue discount on bonds and
other evidences of indebtedness (see page 14 of Instructions)

(List payers and amounts)

.

IERRERRERRR AR RN R

ERRRRRRREAR RN

Note: If you received capital gan distnibutions and do not need Schedule D to report any other gains or losses or to compute
the alternative tax, do not file that scheduie Instead, enter 50 percent of capital gamn distributrons on Form 1040,

hine 29b

(O

b |

3




Solution to Continuing Problem (Cont. 4) ‘

- " ""SCHEDULE D Cag)ltal Gains and Losses (Examples of propsrty to be reportsd on this
(Form 1040) Schedule are galne and losses on stocks, bonds, and eimilar investments, and gains (but not
Departmint of the Treasury | 103888) On personal assets such as s homa or jewslry.)
Iaternal Revenus Service > Attach to Form 1040. » Sea Instructions for Scheduls D (Form 1040). .
Namae(s) as shown on Form 1040 . f\ Social secunty number *
Johw B <+ BetTy MankaT RFiI6SPED
. W
IO Short-term Capital Gains and Losses—Assets Held Not More Than 6 Months n
b. Date ¢ Date o, Coat or other bass,
el A | ettt | 6 e s | ST g
* ' r ' axPease of sgle
. R |
2 Enter your share of nst short-term gain or (Ios‘s) from partnerships and fiduciaries . . . . 2 .
3 Enter net gain or (loss), combine lines 1 and 2. . . . . . . B
4(s) Short-term capital loss component carryover from years beginning before 1970 (see Instruction 1) |_4(@®)] ¢ )
(b) Short-term capital loss carryover attributable to years beginning after 1969 (see Instruction I) . (b) I¢ )
§ Net short-term gain or (loss), combine lines 3, 4(a) and (b) . . . .

Long-term Capital Gains and Losses—Assets Held More Than 6 Manthe-
6 /005hs. of X Corp Y/2ofso |_s/ls/>s 2,P90.00| 1,/90.0¢ | /300 o0

7 Capital gain distributions . . . . . . . . . . ., ., . ., . |7 /5 00

8 Enter gain, if applicable, from Form 4797, lins 4(a)(1) (se® tnstructon A} . . . . . . 8 |

9 Enter your share of net long-term gain or (loss) from partnerships and fiducianes A -

10 Enter your shars of net long-term gain from small business Corporations (Subchapter S) . . . _19_

11 Netgan or (loss), combine lines 6 through20 . . . . . ., ... . . . . . . . |11 1,218 oo

12(8) Long-term capital loss component carryover from years beginning before 1970 (see Instruction . |12 ( )
(b) Long-term capita! Ioss carryover attributable to years beginning after 1969 (see Instruction I) . () ¢ )

13 " Net longterm gain or {loss), combine lines 11, 12)gnd () . . . . . . .l RIS X

I Summary of Parts | and 1 i

14 Combine the amounts shown on lines 5 and 13, and enter the net gain or (loss) here . .o 14 ! 2/8 eo

15 If line 14 shows fl|n—-
1

(a) Enter 50% of 1ine 13 or 50% of line 14, whichever is smaller (see Part V! for computation
of alternative tax). Enter zero if there is a loss or no entry on hne 13 . . . P 15(a) £ so

(b) Subtract hine 15(a) from hine 14. Enter here and on Form 1040, Ine29a . . . . . .| ()| ~ 8&7 |80
16 If fina 14 shows a loss— .

> If fosses ere shown on BOTH lines 12(a) and 13, omit lines 16(a) and (b) and go to Part IV
(see Instruction J).
» Otherwlee,
(8) Enter one of the following emounts:
(i) If amount on line 5 is zero or a net gain, enter 50% of amount on line 14; :
(if) 1 amount on line 13 is zero or a net gain, enter amount on line 14; or,
. (i) 1t amounts on line 5 and line 13 are net losses, entdr amount on line’ 5 added to
50% of amount on line 13 . . . . e e e e e e

(b) Enter hers and snter s aéloss) on Form 1040, line 29a, the smallest of:
(i) The amount on line 16(a):
(i) $1,000 ($500 if married and filing a separate return—if & loss is shown on line
4(x) or 1(e), sse instruction N for a highsr limit not to excesd $1,000): or,
(lii) Taxable incoms, as adlusted (see Instruction M) , .

16(a)

m)] ¢ )

EMC : 7;)

. -




Solution to Continuing Problem (Cont. 5)

Schedules EzaR—Supplemental Income Schedule AND
(Form 1040) Retirement Income Credit Computation ﬂ@'?s

Department of the Treasury (From pensions and annuities, rents and royalties, partnerships, estates and trusts, etc.)
Internat Revenve Service » Attach to Form 1040. > See Iastructions for Schedules E and R (Form 1040).

Name(s) as shown, on Formé)tto . Your soctal secunty number
Tohn A, v LBetty  MNarwbkat 21¢ 26.538
Schedule E—Supplemental Ifcome Schedule (Compiete Schedule R on back if eligible for retirenient income credit)

lm- Pension and Annuity lncome. if fully taxable, do not compiete this part Enter amount on Form 1040, line 31b

For one pension or annuity not fully taxable. complete this part. }f you have more than one pension or annuity that is
not fully taxable, attach a schedule and enter combined total of taxable portrons on hine 5.

1 Name of payer N
2 Did your employer contnibute part of the cost> . . . . . . "} Yes ] No
It “*Yes,” 1s your contribution recoverable within 3 years of the annuity starting date? . . 1 Yes (] No
It “Yes,” show: Your contribution $ , Contrtbution recovered in prior years . . $
3 Amount received this year .
4 Amount exclpdable thisyear . . . . , .
5 Taxable portion (subtract line 4 from line 3) . Ce e e Ve e e
Part il Rent and Royalty Income, |f you need more space, you may use Form 4831.
Note: If you are reporting farm rental income here, see Schedule E Instructions to determine 1f you should also file Form
: 4835 If at feast two thirds of your gross income is from farming or fishing, check this box Uk
- »
(d) Deprecration (explain| (e} Other expenses .
) d | f ty ) Total Total t i
(.II“':d::ml?c:l‘;omw:lle".';” @ :‘la’ml‘v:ounl (C)olO';yal.IT:sun (:":::g :;,:;?'l::,'::) (5:::,','" b:t‘c")
Wooof «Brich House 2, 400.00 $00.00 | ), 0%0. 00
Ao, Masny ST
Qatlas ,"Texss -
’
(“gY) ‘
1Totals. . . . - « . . . . .1 ”,4H00.00 soo.00| |, 0%, oC
. 2 Net income or (loss) from rents and royalties {column (b) plus column (c) tess columns (d) and (e)) ¥F30 |0
I Income or Losses from Partnerships, Estates or Trusts, Small Business Corporations.
Note: !f any of the partnership, estate or trust income reported below 1s from farming or fishing, see Schedule E Instructions to determine
if you should also file Form 4835 If at jeast two-thirds of your gross income is from farming or fishing, check this
box [T .
Enter 1n_column (y) P for Partnership € for Es
tate or Trust, ot S for Smail Business Cerperation (¢) Employer (¢} Additional 1st year
identification number (4) tncome or (less) | depreciation (applicable,
(a) Name 1] L) only to partnerships)
TTotals . . . . .+ . . e e e e e e e _—
2 Income or {loss) TYotal of column (d) less total of column (e) .
TOTAL OF PARTS 1, I, AND Il (Enter here and on Form 1040, line31a) . . . . . . . . p» ¥30 }ao ‘
Explanation of Column (e), Part 1l ftam Amount item | Amount
ttem Amount
I~TeresT 500.00
Real EcTaTe Tax | Yoo0.0¢
T~ sureance se ol -
RealTer Fee |30 00 :

Schedule for Depreciation Claimed i Part 1l Above. it you need moie spece o you Lumputed depieciation undet the Class Life (ADR)
System or Guideline Class Life System, use Form 4562,

(d) Depreciation (e} Method of ) "
(a) Description of property {b) Date {c) Cost of aliowed or allowable computing ) Uife or | (&) Depreciation
B acquired other hasis In PrIoe years depreciation rate for this year
. . 1 Total addittonal first-year depreciation (do not include tn items below) >

Woeel +Brich Heuce]1a/i3fed | 20,00¢.00| ( 000.00 s/e Yoyes| o000,

2 Tous . . . . . . ... . I'3xe,co0dd . . 500,00

ERIC 0y

Aruitoxt provided by Eic:




2.
Solution to Continuing Problem (Cont. 6)

Amended U.S. Individual
Income Tax Return

Please answer all quastions, fifl in eppllcable Rems, and explain changes on page 2.
Name and itial (If joint return, give first nemes end middie initiais of both) Last neme
Jebhn A. o LBeTTy /Non /rq.'l"
Pressnt home address (Number end ﬂreo!/{ncludm( apartment number, or rurel routc)
A2 Greeahill  Avenue
City, town or post office, State, end ZIP code
Oxen  Hill Mary Jawe/ 2003

Enter below name and address uséd on original return (If same ax above. write “Same’) If chan,
dresses used on orginsl returns. (Note: You cennet change from joint to ssparate returns after ¢

Depariment o the Treasury
internal Revenue Service

J0ADX

(Rev. August 1975)

Your sociel security number
Aig {36 S3¢62
Spouse’s sociel security no.
28 YN T8

Pléase print or type

g)n‘ from ukarau to joint Teturn, enter nemes 3nd ad
¢ dus date has passed for filing separate relurns.)

a. This return is for calendar year 19 2§~ . If not for calendar year, give ending date of fiscal year
b. Office where onginal return was filed? I

f/n'/a.. Service CenTer
{33 Married filing jointly ] Married filing separatety {0 Unmarried Head of Household (] Qualitylng Widaw(er)

, 19
€. Has the Internal Revenue Service advised you that your onginal return s being or will be
examined? ] Yesﬂ . If **Yes,” identify office »

d. Filing status claimed:;
On onginat return . P {0 single

On this retum . . P» (7] Single {Sq Married filing jontly (7] Married filing separately [7] Unmarried Head of Household {7 Qualifying Widow(er)
A, As eriginstly B. Net chinge
Income and Deductions '.':;"&‘.‘i'(s.'.’ Doe eain Coma
. Specific Instrctions) L] mn%
1 Total income (adjusted gross income): 1972 1973 1974 1975 —x
Form 1040, line . - 17 15 15 15 S Y. o /85 ¥4,
Form 1040A, line . 412 12 g f [LSN9Gs ¢ 126-50
e
2 Deductions. See instructions and explain any changes on page 2 2) 43.00 Yoo, 00 326 3.0¢
Tax Liability
3a Tax: 1972 1973 1974 1975
Form 1040, ine . 18 16 16 16a !, 904.2> §¢.00| 1, 8/L.37
Form 1040A, hne . - 19 17 17 13a 7
. 3b Credit for personal exernptions: 1975
Form 1040 and 1040A, $30 x line . . 6d 90.06 50 .00
3¢ Total tax (including self-employment tax, tax from recomputing prior year
mvestmen:‘crednt, )work incentive credit, ;md1972 1974 1975
minimum tax, etc.): 1973 1974 1
Form 1040, ine . J20 20 ' 20 } 1,274,372 $e.00 || 72§ 3
| Form 1040A, line . - A 18815 7%
| (Attach Schedule SE (Form 1040) if self employment tax 1s changed } . i
] .
| Payments and Credits
‘r 4 Federal income tax withheld and tax -~ A/, 952 00 /, 9¢2.00
% Credits for Fede Uels, nonhighway'g }ﬂ’d‘ibncatmg ! i T
tax, gulated inve o any cre: ~o. ..
6a Estifated tax ?ﬁ E 1972 1973 1974 1975
., For 1040, 1 S . 24 21b 216 21b
¢ Form\1040A, bne . . . . . . 20c  20c |l6c
(Incilde amount paid as balance due with Form 1040C.) _p‘,l
6b Earneq income credit: .1.1 (\Y},G ndd 124
Form 1040, hne . . . 4 io Clliee==s T e
Form 1040A, ig \]b]ec S
7 Amoun&paad th Form 48 n for automatic exténsion of time to file)
8 Amountipaid withr SFginal return, plus additional tax paid after it was filed .
9 Total of lines 4 through 8/ column C .. . i . l, 4%2. 00
Refund or Balance Due
10 Overpayment, if any, as shown on original retum: 1972 1973 1974 1978
Form 1040, hine . . . 29 24 24 (£2.63
Form 1040A, line . 24 23 23 19 }
11 Subtract line 10 from line 9, and enter result . .o , . . . I¢ Z [ l/.] 7
12 If kine 3¢, column C is more than line 11, enter BALANCE DUE. Piease pay in full with this return . -
13 if line 3c, column C is tess than line 11, enter REFUND to be received . - £g. o0
d Moot of i ‘ dod ud »
:;1:::"‘1: T:E:?wl.:‘u :‘an’i"l?ll:t :ml: ::tv:n: ll.l‘ r?J'-" l‘:fl::clt."ol:‘nt:n':‘plm' ll)o'g::ﬂim L] u:::or (other !hlnr:ilmn i3 hised on 3l In'lmatlln.:l‘ which the .::.d'.l: ::
Sign p» 3 4( 4 - g ’%‘y" »
Your l}’lm Date Preparer’s signature (ethes than tarpayer's) Dete
here > ) wlly 22abay
Speuse’s signs il tiling jeintly, @OTH must xign even of only ene hsd Income) Mdcoss (and Z1P code)
BE SURE TO COMPLETE PAGE 2
76

Aruitoxt provided by Eic:
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Solution to Continuing Problem (Cont. 7) ) -

v

Form 1040X (Rev 8-75) Page 2
2T Excmptions (See Form 1040 Instructions) ’
If exemptions do not change or decrease do not complete hines 4 and 5.

1 Exemptions claimed on this return %//,%/ 7;//%
a Regular . 3X Yourself N Spouse | Enter number of boxes checked » | %~ 7
b Number of your dependent children who hived with you ! ///{% %%‘
¢ Number of other dependents - /////// %/;//
d Totals(add hines a, b, ar;_t_i_\ c$ . s 3 Z/////
¢ Age 65 or over — oursel pouse /

Blind ‘ ’:‘ Yourself Ell Spouse ;( Enter number of boxes checked » ///Z
f Tota! exemptions claimed (add lines d and e) 3

N
)

NN
NN

X

2 Exemptions claimed on onginal return. . /’ ///
Regular Q Yourself (% Spouse | Enter number of boxes checked » | & |7 ////

a ! 7 2
b Number of your dependent children who lived with you . l__!___ %//'/// //;%//
¢ Number of other dependents ' //// C%
d Total (add hines a, b, and ¢) . __3___;/ ///
& Age 65 or over ™} Yourself (] Seouse 1 Enter number of boxes checked » ////
Bhind . 0 Yourself [T} Spouse ‘ * Z ///
f Total exemptions cltaimed (add lines d and e) . » 3
3 Difference, if any : . >

4 Enter first names of your dependent children who lived with you, but were not claimed on ongmnal return
Enter number »

5 Other dependents not claimed on original return’ % ://
() Months (d) Ot depend- | (8) Amount YOU () Amoun / // /
{a) NAME p Enter figure 1 in lved 1n your ent have in furmshed for form hn;bl % /
the last column to right for (b) Relationshic nome It born come of $750 dependent's UBT;EQRS Y // // /
each narréedlnst:‘d ('n‘f srcn:u; slp)ace - or dl:d d'ulnnl fg’ MO;S;S\ l.gop ort If ncluding / //
S 3 1= o L eRr Wil 3 .
* needed, st ! . oron 1974, or 19752 e dependent 7, M
$ $ »
. » a——————
r
- »
IZTIOEE Explanation of Changes to Income, Deductions, and Credits .
Shdld computations in detail. Attach apphicable schedules. Cy

TateresT en/oe,v.sg néT rQVfOuJ// -/e/w:?"ga/-.— ".'l/oo
On The onginel r€Thrn For 1135, NO odeducTion

was clasmed For The inTeresT /Oala/ 1. The NaTiowa/ .
Lerrh of Oa/Tw\/‘O/I/O/ Hor a /ce/‘.sonn-é ;;:n.rv: 'I'qur'e:T .
f‘]mcn‘f‘: were maele fwaerl/ @ s tcllowsS

/I Tan.2s SLloo.00

9 A’cr‘- 25 100,00 . .
© 9 Tuly 25 "0‘;"2
: N oa. s _12%°%, S
' R £ qoo.09

(subje

Presidential Election Campaign Fund Dekignation» .
Participation in the Presidential Election Campaign Fund will not Increase your tax or reduce your refund.

.

ot 0 change) |
\/‘

.

Check here » 7] if you did not designate $1 of your taxes but now wish todo so
Check here » D if Joint return and o spouse did not designate $1 of taxes but now wishes to d9 so

<

Q 4

MC . 8 "~ ' ) ‘
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1975 Form 1040 Road Map
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‘Appendix C: Dependency Exemption Charts

How To Use Charts

Dependency Exemption Charts 1,2,
and 3 are something like road maps.
They are really flow charts to help you

- quickly find an answer to the tax-
payer’s question, ,

We use several symbols on the charts. -
The symbols and their meanings are
given below. (Note differing darkness |
of blocks.)

LT

'Beginning point or first question on chart

. | Question block ¢ Partial outcome block

1
1
]
1
1
]

o

1
L}
]
| g L L LT T

Frmmeemeemmemca— e ———— 1
t Instruction to see chart notes for

] Outcome block
| additional information "

!

[}

There are notes for each chart.
The notes contain additional
technical information and
references. ’




Chart 1 ‘

Test for Dependents .

Member of housshold and/or relationship test See chapter 2
(Claiming dependency exemption
O and deducting medical expenses )
Is the person a quahfying | [ ———————————— = M~ — — — — — -
. relative as defined below - No >{"5 1t your husband or wﬂe’}-Yes—»L See text, chapter 2
(1) Your child, step chid. T . - =
adopted child - No
foster child @
grandchild or other *
direct descendant
(2) Brother, sister, half- or Has the person lived with Is the person a cousin who
step-brother or sister you for the entire year No»i has received institutional
(3) Father, mother, except for temporary care within the year?
' ) step mother or step father . absences’
(4) Grandparent, or other ] l 1
direct ancestor Yes Yes No
(5) Nephew, niece aunt,
uncle
(6) An inlaw father, mother,
brother, sister son or — —— — —_— =
daughter See © .
e —d ,
. Yes
P ' — —— ——- = — Does not quahfy A .
Meets memper of household | See 0 |
and/or relationship test — —— - - — - = !

Citizenship test -

‘o o '-___1

Was the person a foreign e
Was the person a citizen or L~ NO ——-] exchangepstudent’ g0 Yes——J Se
resident of the United States — —_— — _—— —J
anytime during the year? No ’ I
T j -
Yes No Were you hving abroad? No =] Does not quahfy
Was he or, she a resident of .
"o Mexico, Canada, Panama Yes
~—Yes —| Cana! Zone. Republic of NO —
. { Panama or American Samoa [Was he or she adopted?|
at anytime during the year? 1 ° No
- 1l
- Was your home his or her
Meets citizenship test 2 T Yes — principal residénce for the
! entire year?
/
Support test Is he or she a child of Did You and other relatives > Y
- No— 4,vorced parents’ ~No —| supply more than 509, of € . .
\ — the total support? ’ T~ o
Did you surply more than] Y:s ’-———-—-' ~ §No
50% of his or her 0 ‘[_s - - = = =9 Yes -
- support | See chart 3 ! Does not quahf N
r e s I
| Is he or she a chid of . | | — — o —— — —_—
s .
| divorced parents @ Meets support test 1 Concerns muitipte support 01
; I - e e e — T , -
i L4 No K -«
| g .
: o 92 ) - g '

.

ERIC : : J0




ERIC

Aruitoxt provided by Eic:

Test for Dependents

0 : ‘ :
Adopted child—A child who has been (a) legally adopted
by you, or (b) has been placed tn your home for adop
tion by a placement agency recognized by your State
and been a member of your household since the place
ment. A child placed for adoption does not have to be a
member of your household for the entre year to meet
the member of household relationship tést

See Publication 17, ch 4

0 A

If a foster child has lived with you for the entire year
except for temporary absences, he or she shall be treated
as your natural chid.

0o .

«If you are married and filing a separate return, you
cannot claim your spouse’s nephew, niece, aunt or uncle
uniess they are members of your househoid

See Publication. 17, ch 4

(4 °

Absences such as those for vacation. school or sickness
are temporary. An unknown length of stay in a nursing
home for constant medical care 1s also considered a
temporary absence

. . ' ’ v
6 . »
Provided the relationship 1s nbt in violation of local law
the person Qualifies as a: member of your household

.

See Pubhcation 17,ch 4

o

0

To meet this test, your cousin musf have been a mem
ber of your household before recewving institutional care

an

-

\
Foreign exchange ‘students generally may not be clarmed
as dependents For possible deduction under Caontribu
tions, see Publication 17, ch 23
0 - v
. ‘ -~
Principal residence means the same thig as ‘lived with
you for the entire year except for temporary® absences .
We use both terms because you will encounter both of
them 1n your work . N
Items considered support od. shelter. clothing. iodging
(at fair market value), wcation, medical and dental
care. recreation transpogtation. and sinular necessities
Items not considered support Income tax (Federal, State
and local), social secunty tax, life insurance premiums,
funeral expenses. automobiles boats, and other capital
expenditures
See Pubhcation 17, ch 4
Divorced or legally separated under d decree of divorce
or of separate maintenance or are separated under a
written separation agreement T
See Publication 17. ch 2 " .
In some cases no one person provides more than half
the suppo:t of a dependent If, in these instances, two or
niore persons contribute more than half a dependent’s
support, a multiple support agreenient may be reached
» -
See Publication 17, ch 4
-
5 N A
v . ‘ i
' . N M - -
L} * -
] L 9 .
. . )
. N




Chart 2

Dependency Exemptions ©

Gross income testO {Use chart 1, Tests for Dependents, plus this chart)

A

Is gross income $750

or more? I~ No—s-{ Meets gross income test

.

Yes

Is he or she your child step-
child. adopted child, or t~ NO -
foster child? O

Does not qualify
as exemption

3

Yes
' -
Was he under 19 at the end -
| of the year?
Yes T
No
i

Was he or she a full-time
student at least some part of L _No
any five months of the

calendar year? 9

Yes

\

‘ Was the school attended a
high school, college, or
university, vocational high — No
school, or full time on farm
training course?

Yes
1

Gross income test .
does not apply

Joint return test (If the person you wish to
claim 1s married, complete this test)

-0 0 == — 7 =
Has he or she filed a joint | In all likelihood, he or she |
return with husband or L yes— does not meet the joint return i
wife? test, but see 4]
: , Lo - ¥
No

i

Meets joint return test

Rt

o g,
ERIC
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Dependency Exemptions

O
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o

To claim a $750 exemption for a dependent, the de.
pendent must meet the two tests on this chart, plus the
three tests on Chart 1. However, for dependency pur-
poses. if a taxpayer's child is less than 19 years of age
or 1s a fuli time student, regardless of age, the gross
income test does not apply. (This chart applies to
calendar year taxpayers only.)

(2]

This includes a child who 1s a member of your housas-
hold piaced with you by an authorized placement agency
for legal adoption

3)

A full time student 1s one who 1s enrolled for the number
of hours or courses considered full-time attendance by
the school attended See Pubhication 17, ch. 4.

Exception to the joint return test.

An exemption may be claimed for a marnied dependent
if néither the dependent nor the spouse Is required to
file a return but they file a joint return to claim a refund
of tax withheld

95




o D

Support Test for Child of Divorced Parents

<

Is the child the subject of a

multiple Support agreement? [~ Yés—>

I >
No .

.

Was the child in the custody
of either or both parents for
more than one-half of the
calendar year?

—No —————»

Yes

)

Did the combined support -
furnished by the parents

amount to more than one-half
of the child's support for the

calendar year?

~— — — —
| Multipte support 0
fules are applicable

| Neither parent meets the
. support test (However, it Is
~No —| possible that the multipie
| support rules may qualfy
Lone of the parents)

Py
!

—_— — — —

.

General rule for support 6 }
apphcabie (over one-half | ’
support), Return to chart 1

—
4

[ —

-

L_

the chitd?

. parents provide that the
mother 1s entitled to any
exemption allowable for

father i1s entitled to any
exemption allowable for the
chiid?

|
No

Did the mother eontribute
$1.200 or more of child
support (regardiess of the
number of children)?

I

- Yes—-|

.

No
K
{f The father meets the 0
F support test for the child

ERI

Aruitoxt provided by Eic:

~

-9

r;'he parent oe

T —— -
° The mother meets the 6 Yes N
suppgrt test for the child *
Which parent had custody Neither
& of the child for the greater > °
Father — portion of the calendar Mother
{ year?
]
) Did the*mother— Did the father—

(1) Provide at least $600 (1) Provide at least $600

/ toward the child’'s support toward the child's support
AND AND 9

Yes 1 (2) Didthe decree or written (2) Did the decree or written | Yes _ | The father meets the
agreemgnt between the . agreement between the support test for the chiid
‘ parents provide that the

contnbuting $1,200 or more

| support for the chuld shall be |
treated as having provided Yes —

‘ more than half the support of P

the chiid, regardiess of any |

Did the father contribute
$1,200 or more of child
support (regardless of the
number of children)?

written agreement, unless
| the parent having custody

No

| furmshed definite proof of l
his own to show that his
| contributions were greater |

The mother meets the 6
support test for the chiid

than $1,200
L

39 -



Support Test for Chiid of Divorced Parents

Narrative description of rules _See Pubhcation 17, ch. 4.

Return to Chart1 and compute support from the items
listed 1n note S.

)

If the dworced parent having custody remarnes, support
provided by the new spouse will be treated as furmshed
by the dworced parent having custody.

0

Each parent is entitled to an itemized statement of the
expenditures upon which the other parént’s clam of
support furmished 1s based.

If a parent intends to claim a child as a dependent and
has either made a request of or received a request from
the other parent regarding the child’s expenses or
exemption and does not know the other parent's inten:
tion by fihng time, the parent must attach an itemized
statement to the return, and if available, the other par:
ent's statement.

The itemized statement shoutd include the following n-
formation (which applies to either a child or chiidren):

1) the name of the child (or children) being clamed,
names of both parents, and, if known, the qddresses and
social secunty numbers of each parent;

2) the number of months each parent had custody of
the child, the amount of income of the child, and the
total dmount of support for the chyd, nclsding amounts
provided by other than the parenty;

”
-

3) an itemized hsting of the amounts spent during the
year by the parent making the statement, for medical
and dental care, food, shelter, recreation and transporta-
tion, clothing and education;

4) amounts actually paid by the parent making the state:
ment, pursuant to a divorce decree or written separation
agreement; and

5) other 'amounts paid during the year for support of
the child, by the person making the statement.

5

it member of_ household and citizenship tests have al
ready been rhet, go back to Chart2, If not, go to
Chartl. .

10,
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Appendix D: Major Applicable Tax Forms

-~ J040NR| U-S: Nonresident Allen Income Tax Return
erm For the year Janusry I-Docomgu 31, 1975, or other taxable year baginning - ﬂ@75
Degartment of the Tressury
intarnal Revenve Service - . , 1975, and ending . 19
First name and initlal Last name
g Present home address (Number and strest. including apertment number or rural route) Identifylng number .
5
' € City, town. or post office, Stete and ZIP code Check whether Occupation in the U,S.
E. [ individual [ Fiduciary
Of what country were you a citizen or naticnal dunng the taxadie year? m» - -
Give eddress to which you want any retund check meiled . Give address tn the country where you are a permenent resident «
Note: Was 100% of your income recowed from U S. sources not “effectively connected” with U.S trade or buslnlss‘l <« « « .[JYes []No
I “Yes.” answer the quastions on page 3 complets appropriate tems on page 4 then compiete appropriate items on hines 21 through 28 on page I
‘ : Filing Status and Exemptions for Individuais Regular Enter
- Filifg Status (check only one box) . ‘ Yoursalf | Spope | TOWI
’ -1 [7] Single resident of American Samoa, Canada or Mexico e - N -~
2 7] Other single nonresident alien. el . V7
r— 3 [ Marned resident of Amenican Samod Canada or Mexlco e Persenel “uemotion for 4. .
4 [ Marned resident of Japan (spouse must live in the U.S.) . . . | eusa is Mg vostors | .
. 5 D Other married nonresident,alien. . . Y I
7] Qualifying widow(er) with dependent child (Yur spouso dnd b 19 ). (See lnslinﬁon . . . . 2 /4
<« E 7 Exemptlons for your children and other dependents from page 2, hne 31 .
" %| 8 votal (2dd tines 1 through 7) . . . . . s e e e e, ‘
F| 9Age650rover. . . . . . . Yourselt [:] Spouse, Apphcame to residents of American Erlgoﬁumblr
% Bimd . . . . . . . . . .[J Yourself 0 Spo7use ?moa, Canads, or Mexico only chacked. »
E 10 Total exemptions clasimed (add lines 8 and 9) . r L
,‘."6 p 11  Wages, salarie ployes compen PY 11
o %: 122 Dwdends (gs instructi OO 12b!. anca » |_12¢
Y € 13 interest ihcome . .13
5 5 14  income ofher than wages, dividends, and mterest (from hno 41) e .. |34
5 '
S 5 e Total (add}lines 11, 12¢, 13, and 14) . Yooas
g g § :§ }»04 . . |36
s hne 48 17
é (Check if frobm: v v« . ] 18a
8 b Credit for p ons (multiply line 8 by $30) . e b
.E ¢ Balance (subtract line 18b from hne 18a) . . . . . . . . . ., . . . . (5
O |19 Totsl coadits (from hne 58) . . . . B B T
~ 2 20 Income tax after credits g‘ubtract line 19 from llne 18c . 20
] 21 Total other nxu fmm Ilnt (hncludu tax on Incoml no( . ccﬂvoly connacud wuh V] s l'ldl 21 -
R Or business) . e . . <
. -"’é! 22 Total tax (add llnes 20 and 21) . e s
'E»’ 23a Total Fednal incéme tax withheld (attach Forms w-k or W-ZP) . |_23a /:///Z /'/;/{Zou/{t/:o/{/l/{{/ {/5 %
P b 1975 estimated tax payments (include amount allowed / In tull with this retum. /
14 ) ‘ b / Write soclal securlty /
8 o as credit from 1974 return) . . . . . . / number op. chock - o) %
H I3 ¢ Earned income credit (See Instructon R) . . . . c % money order and make %
| g ~ d Amount paid with Formd4868 . . ., . " . | d % R:Yv::l'l. s‘t:ﬂ;numnl//
| . ) e Other payments (from fhne 68) . . . . . . . e /////////////////////////////////////
i 5 24 Total (add lines 23a through e) T .. . . |24
| : 25 ifline 22 is larger than hine 24, enter BALANCE DUEIRS . . . . . . . . |25
: 8 5| 26 Iftine 24)s larger than line 22, enter amount OVERPAID. . . . . . . . .» | 26
; g € o 5| 27 Amount of line 26 to be REFUNDED TO YOU . I o
| 515 28| 28 Amount of line 26 to be credited on l ’ 77 i s . (e /Z
5 @ 1976 sstimated tax. » 28 é i N ndo///(/ ne meke r;gon/y//zg ne 2 /[
g Undeg penaitien of perjury, | deciare thet | have inad this return, Includi hod ond ond to the best of my knewledge end
3 belief It is true. corract, ond complete Decleration of breparer (ether then toxpsyer) I3 based on sil informatien of which pnnnl}‘hll sny knewledge
3 ,S ign Froparer's slgnaters (ather than Taxpeyer) Date
&1 “here .
v }Yow signeture Address {snd 2P code)
93
Q . .

ERIC 100, -

A .
.




ERIC “10.

-

. <

Form 1040NR (1975)

Page 2

B9 Lt first names of dependent children of residents of American Samoa, Canada, Mexico, and Japan Japanese children must five with paregm Us
ter

number p

30 Other dependents (applies to residents of Amencan Samoa, Canada, and Mexico) Give full name, relationship. and months lived with you

ter
number p

31 Total exemptions for your children and other dependents (add hnes 29 and 30) Enter here and on line 7

»

|

PART I.—Income Other Than Wages, Dividends, and interest Effectively Connected with U.S. Trade or usiness

32 Business income of (loss) (attach Schedule C (Form 1040)) e .. 32 -
33a Net gain or (loss) from sale or exchange of capital assets (attach Schedule D (Form 1040)) 33a ) —
b 50% of capital gain distnbutions (not reported on Schedule D (Form 1040)) b —
34 Net gain or (loss) from Sypplementai Schedule of Gains and Losses (attach Form 4797) 34 B
35 Rents and royalties, partnerships, estates, or trusts, etc. (attach Schedule E (Form 1040)) 35 —
36 Farm income or (loss) (attach Schedule F (Form 1040)) . . . . . . . . °. 36 .
37 Scholarships and fetlowships (attach explanation) ; 37 .
38  State income tax refunds (seenstructions) . . . . . . . . . . o 3‘8 —
, 39 Awards and prizes ce 39
40 Other (state nature and source) . ... g 40 —
41 Total (add lines 32 through 40) Enter here and on line*14 . > | 41
PART ll.—Adjustmentsto Income
42  “Sick pay” (attach Form 2440 or other required statement) .o . 42 .
43 Moving expense (attach Form 3903) . . . . . . . . . . . e 43 .
44 Employee business expense (attach Form 2106 or other statement) 4“4 _
45 Scholarships and fellowships excluded (attach explanation) . . . . . . . . . .. |45 ] .
46 Forfeited interest penality for premature withdrawal (see instructions) 46 .
47 Total (add hines 42 through 46) Enter here and on line 16 ‘ \ > | 47
PART Nl.—Tax Computation for Income Effeclivaly-GoTm ccted w!gﬁ. Trade 4r Business
48 Adjusted gross income . .o CO* P VN 48
49 Total deductions @rom line OOF [ . 45 .
. 50 Subtract line 49 frqm line 4% = e 50
51 Exemption: P
a Individuals—multiply $750 by the number of exemptions on line10 . . . . 51
b Estates and trusts—t(see instructions) A Change)~ } =
52 Taxable income (subtyact ling 51 f i ‘t w h . .o 52 .

(Compute the tax on thelamo sifig the appropri

i applicable, the alternatye taxion Scheduie D

schedule in the tnstructions for Form 1040NR, or
. or the maxmum tax on Form 4726) Enter the tax on line 18a.

PART W—Credits '\ __—

83 Investment credit (attach Form 3468) 53

B4 Foreign tax credit (attach Form 1116) L e 54 .

55  Contributions to candidates for public office credit (see mstructions) 55

86 Work incentive (WiN) credit (attach Form 4874) .. . 56 L

57 Purchase of new prl}icapal residence credit (attach Form 5405) . . T .o . 57 _

83  Total (add lines 53 through 57) Enter here and on lirie 19 ° >

PART V.—Other Taxes -

89 Tax from regomputing prior:year investment credit (attach Form 4255) _

60 Tax from recomputing prior-year work incentive (WIN) credit (attach schedule) . 60 .

61 Minimum tax. Check here » [7), if Form 4625 is attached .. . 61 _

62 Tax on income “not effectively connected’” with U.S trade or business (from page 4, line 13) _62

63a Social security tax on tip incoms not reported to employer (attach Form 4137) 63a t %ﬁ %//////// % %
b Uncollected employee social security tax on tips (from Forms W-2) b ////é // //////// ///
¢ Total (add lines 63aandb) . . . . . . . . . . . e e e e e e !

64 Total (8dd lines 59 through 63c) Enter here and on line 21 . >

PART Vi.—Other Payments

65 Excess FICA, RRTA, or FICA/RRTA tax withheld (two or more employers—see instructions) —

66 Credit for Federai tax on special fuels, nonhighway gasoline and lubricating o1l (attach Form 4136)

67 Other credits and payments: 7 /
s Regulated investment company credit . . . . . .| 672 - /// /
b Credit for amount paid with Form 1040C . J b /// %/
¢ U.S. tax withheld at source (from page 4, line 10) . R L) / /////; /////
d Total (add lines 67a through ¢) . . . . e e e e e e e e e

68 Total (add lines 65 through 67d) Enter here and on line 246 »

Q

$70=10— o= _ |

[Z-]
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Form 1040NR (1975)

- Page 3

PART VH.—Deductions - .

v

Enter in this schedule deductions such as chaiitabie contnibutions, and casualty and theft iosses Aiso enter those deductions, such
as state and local income taxes, which are connected with income effectively cornected with the conduct ot a trade or Qusiness within

the U.S

69a State income taxes
b Local income taxes

70 Total state and local income taxes
Enter here and on line 77 .

71 Contnibutions (Itemize)
Al

73a Personal casualty or theft loss after

insurance reimbursement -

Note; /f you had more than one foss,
omit lines 73a and b and see
page 2 of Instructions.

b Suotract $100 or amount on line 73a,
~nichever 1s smaller .

74 Casudlty or theft loss. Enter here and
on line 79 e .

75 Other deductions (Itemize) )

76 Total other deductions. Enter here and
on line 80

72 Total contributions. Enter here and on
line 78

| 81 Total deductions. here and on
T ine 49

77 Taxes (from line 70) .

78 Contributions (from hine 72)

79 Casualty or theft loss (from line 74)
80 Other deductions (from hine 76)

~____PleaseANswer All

A What country 1ssued you{passport? PBOOF

"""""" . [ Yes [ No

C Guve the purpose of your vifit to the U S,

-

E Did you abandon your permanent residence
as an immigrant in the U.S. this year? < [ Yes

[] No
F Dates you entered and left the US. dunng the year. (Res:-
dents of Canada or Mexico entering and leaving the U.S, at
frequent intervals, give name of country only )

. - - [ e e e meeiie eaoa

G Nonresident aliens from tax treaty countries Give number of

days durning the taxable year (including vacation and non
work days) you were physically present in the U.S

H Residents of American Samoa, Canada, Mexico, or Japan. Did

your spouse contribute to the support of any children claimed

on Form 1040NR, hine 297 - [0 Yes [] No
If "*Yes,” state amount $ . .

| Did you file a U S. income tax return for any
year before 1975? R D Yes E] No

If *Yes,” give the latest year and form number

To which Internal Revenue office was it sent?

J  To which Internal Revenue office did you pay anv ams.r s
claimed, on form 1040NR, hines 23b, 23d, and 67b

.

gross income In
this return any amount, bther than foreign

source income not effettively connacted
with a US. trade or busiqess? . . . . [] Yes ] No

- If --y;;iga)laler ent showing amount, nature, and
okl ite

of income and the reason it was
excluded from

u claim the benefits of a U.S. income tax convention with
a foreign country, furnish the following information:
Country. .. ... . . e e
Type and amount of income claimec to be exempt under
the applicable tax treaty:
n current year_ . .

In prior years . e e e
Were you subject to tax in that country
on any of the income you claim is entitied

to the convention benefits? - [ Yes [] No
Did you have a permanent establish

ment (as defined by the tax convention

and section 894(b) of the Code) in the

U.S at any tirne during the year? - [ Yes [J No

M If you are filing this return for a nonresident alien spouse to
report community income, give spouse's name, address,

and social security number and Internal Revenue office
where filed _

N Did you file Form 1040C or Form 2063 dur
g ure taxable year? < [ Yes [:] No
If ''Yas'" state Internal Revenue office where you filed

Date filed p»

1 10 ©
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o 2350 Application for Extension of Time ,
~ wev o 15 | for Filing U.S. Income Tax Return .

Internt) Revaous Servce. (For U S Citizens Abroad Who Expect to Qualify For Exempt Earned Income)

File 1n duplicate on or before the due date for filing your return. See instructions on reverse

Name of taxpayer . Your social securty number
Pieass * H '
Print Number and street. or rural route Spodse’s social security number
or * ! :

TP 1"Crty of town. State. and ZIP code or country

1. 1 request an extension of time until e e e e i . to file my income tax return
forthe year ended ... . .4 . ... B T because | expect to quahty for exemption on my
. income earned In foreign countries during that year for the reason stated below (Check one)

(a) D Bona fide residence n 3 foreign country or countries for uninterrupted period which |nclpdes anentire taxable ye'ar
(b) ['_‘] Physical presence in a foreign country or countries for 510 full days of any 18 consecutive month period.
2. Has an extension of time to file been previously granted for this taxableyear> . . . . . . . _ ., . . . ] Yes [ No

3. (a) Date of first arrival in foreign country
(b) Date quabhfying penod.begms ..............................................
(c) Your address of residence in this foreign country
(d) Date of eipected return to United States ...

4. Last permanent address in United States ................. .. .

5. Office where you filed your lest return (city and State) _._ ... ...,

6

7

. Occupation (if seif-employed, describe, fully)
- (3) Name and United States address of employer

CAUTIONARY NOTE: .

A Election to have the intednal Reven pute the income tax is not avaiabie to {he taxpayer with, or without, an
extension, if the return is Rled after t gular due date. -

B Interest accrues on any taxidue from the regular due date of the return until paid, F }e of ihterest and amount of penaity due
to late payment of tax, see Requirements for Fling in the mstructlons.__}‘ e ! } b \

. %g&‘re A@ vebndition

If Prepare by Taxpayer

l Under penalties of perjury, | ecm( st of my k| 6 and belief, the statements made herein are true and correct
Slgnature of taxpayer . ... . \ P ceceee e -. Date __
& Spouse's signature ... .... " . ... e e ecmmeeeeeeeaeeee e eae s Date . ... g e e

it Prepared by Someone Other Than Taxpayer

Under penalties of perjury, | declare that to the best of my knowledge and belief, the statemenrts made herein are true,
‘correct, and complete, that | am authorized by the taxpayer to preparg this application, and that | am:
(J A member in good standing of the bar of the highest court of (specify yunisdiction) .

O A certified public accountant duly quahfied to practice in (specify ;unsdlchon)____n . o

O A person enrolled to practice before the internal Revenue Service. .

C] A duly authorized agent holding a power of attorney (The power of attorney need not be submitted unless requested )
D A person standing n close personal or business relationship to the taxpayer who is unable to sign this application because of il

ness, absence, or other good cause My relationship to the taxpayer and the reasons why the taxpayer i1s unable to sign this
. apphication are

Signature of prepater other than taxpayer _

! The Internal Revenye Service will indicate below whether the extension is granted or denied and return the original.
Notice to Applicant--To Be Completed By the Internal Revenue Service o .
. [OJ The application IS approved. (Please attach this form to the return.) ¢ -
(3 The application IS ﬁ‘QT approved. . |
Careful consideration has been given to the reasons stated in your apphcation and 1t has been determined that the extension Is
not warranted. b

[J The application cannot be considered since it was filed after the due date of the return.
3 Other

, 102 L :
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If the original copy of this application is to

3

. ,agent acting for the taxpayer, please completa the section below:
[

be returnsd to the taxpayer at an address other than that showr& on page 1, orto an

. Name
. PMease -
¢ Print | Number and street
or : .
Type =

City or town, State, and ZIP code

If possible, read Publjcation 54, Tax Guide for U.S. Citizens Abroad, before completing this application or filing your United States
income tax return. You can get copies from offices of District Directors of Internal Reven
consulates, or by writing to the internal Revenue Service Center, 11601 Roossvelt ‘Bouleva

Requirements for Filing.—If you are 3
Unrted States crtizen (or a resident alien
from a country whose incoms tax treaty
with the Unrted States qualifies you to the
benefits of section 911(a)(2) of the Code
to the same extent as a United States
citizen) and you received earned income
for personal services rendered in 2 foreign
country or countries, you may obtain an
sxtension of time to file your United States
\ncome tax return. You may be granted an
extension to 30 days beyond the date upon
which you can reasonably expect to qualify
for the-exemption of this earned income if
you are either a bona fide resident of a
foreign country or physicallypresent in the
foreign country for an 18-month period. An
extension of time for filing 1s a privilege
which will not be granted if your applica
tion is incomplete.

An extension of time to file a return, un-
lass it spacifies otherwise, does- not exte
the time for payment of the tax w
imposes a penalty for the la
tax (other than estimated ta

.

vlnslructions

three consecutive years is $25,000. There
are certain conditions under which you may
not consider earned income as exempt,
regardless of your bona fide foreign resi-
dence status. nstructions under Special
ruies applicable to bona fide residence
and physical presence cover these restnc:
tions.

(b) Determination of Residence..—No
spocific rule can.be stated for determining
whether a United States citizen is a bona
fide resident of a foreign country, since the
determination involves your intentions re-
garding the length and néture of your stay.®
Your Intention to establish a bona fide resi-
dence in a foreign country may be evi-
denced by words and acts, but where they
conflict, more emphasis will be pl

fo .
. o jhe
fter you @ lished

u are not na fide res:-
sign country. However, if an

th A
payment.
of one-h ed and indefinite stay is necessary
percent a month or part of aymonth, ufi* or you to accomplish tite purpose, and to

less you can show reasonabiq cause for *
failure to pay on time. Curren§y, intersct
accrues at the rate of 9 percen® . year on
any tax due from the regi'ar dde date of

rel
i poShE’
the return until paymesi¢ is made The ot include
provides for periocic adjustmenty of g nited States,

interast rate, which may be chapged
early as February 1, 1976.

Where to Flie.—Complete in dupficate
and file this application with either:

() The Internal Revenue Service Cen-
ter, 11601 Roosevelt Boulevard,
Philadelphia, Pennsylvania 19155,

or
(b) The local Internal Revenue Service
Representative or other internal

Revenue Service Employee.

Definition of Bona Fide Resident (Sec.
911(a)(1) of the Interna! Revenue Code.)—

(a) General.—!\f you are a United States
citizen who is a.bona fide resident of a for-
sign country or countries for an uninter-
rupted period which includes an entire tax-
able year you may consider as exempt
certsin amounts of earned income derived
from personal services rendered abroad.
For each of the first three consecutive
years of bona fide foreign residence, you
may exclude no more than $20,000 of
earned income derived dunng each year.
The maximum exciusion per year of bona
fide foreign residence following the first

Q

ERIC

Aruitoxt provided by Eic:

that end vou make your home in d
wigo country, you may be a éﬁiﬂ

ederal

dent of the un

he term ''f

Mg:)/s.bw. #nt of Nonresidence.—if you
sarned Income from a foreign country

—"and you have indicated to the authorities of

that country that you are not a resident
there and so have not been subject to that
country's income tax, you may not be
traated as a bona fide resident of that for-
eign country. if you have made this state-
ment and, as of any date a determination
is being made about whether you qualify
as a bona fide foreign resident, no adverse
determination has been made by the
authorities of the foreign country abput
your nonresidence status, you will be con-
sidered to have been held not subject to
the income tax of that foreign country.

Definition of those Physically Present in
Foreign Countries (Sec. 911(a)(2) of the
Internal Revenus Code).—

(a) General.—If you are a United States
citizen (or a resident alien from a country
whose income tax treaty with the United
States qualifies you to the benefits of this
section of the Code to the same extent it
appliés to United States citizens) physically
present in a foreign country or countries for
a total of at least 51Q fuli days during any
period of 18 consecutive months you may,

ue, from most United States embassies and
rd, Philadelphia, Pennsylvania 19156, US.A.

subject to the special ruies set forth below,
exclude up to $20,000 of your earned in-
come for each taxable year if the earned
\ncome 1s for sarvices performed outside
the United States and Is attributable to the
18-month penod.

(b) Determunation of 18-month Period
and Application of 510-day Rule.—in com-
puting the minimum of 510 full days pres-
ence in any foreign country or countries,
all separate periods of such presence dur-
ing the 18-month period are to be totated.
The 510_full days need not be consecutive,
but may be interrupted by periods during
which you are traveling over international
waters or are otherwise ndt present in 2
n country. .

ial Rules Applicable to Bona Fide
Presence.—

= (a)\Rule of Attribution,—For purposes
of detdérmining the exemption, earned n
come (Whether received before, during, or
after thd taxable year in which the sevices
to which\the amounts are attributable are
) 1s considered received in the
r iy which the services to which

ing the amount of the exemption and does
not affect thé time of reporting any
amounts which are not exempt from tax.
In no case will amounts be attributed to
any ysar in which the services ‘performed
are msubstantial in nature.

(b) Requiremant *as to Time of Re:
ceipt—To be exempt, earned income must
be received before the close of the taxable
year following the taxable year in which
the services to which the amounts are
attributable are performed. -

{(c) Treatment of Amounts Paid by U.S.
Government, etc.—Earned income paid by
the United States or any of its agencies
or instrumentalities is not exempt from tax
under the bona fide residence or physical
presence tests.

Requests for Any Other Reason.—To re-
quest an extension for any reason other
than the fact that you expect to qualify
for exempt income earned abroad, you
should file an application on Form 2688.

Cautionary Note

. The Internal Revenue Code provides for
a penaity for underpayment of estimated
tax. If you fail to qualify under either of
the definitions stated above for excluding
income from your return, you may be lia-

ble for this penalty. (See Publication 54) .
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fom 2989

(Rev, Oct 1975)

Dapactmant of the Tressury
Internel Revenue Service

For taxable yearending

Exemption of lncdme Earned Abroad
) Attach to Form 1040,

This Form is to be Used Only by United States Citizens and Certain Resident Aliens (See Instruction 1.)

Name of taxpayer

Social security number
¢

i )
L i

Foreign address (mclud‘lnl Country)

Your

occupation

Name of employer P

Employer's us. p

address

Foreign P &

Give the latest year for which you filed a US. income tex return o

Office where filed P

For an explanation of the provisions under which -earned ncome of citizens abroad
tain Publication 54, Tax Guide for US Citizens Abroad, and all forms from any internal Re

1s exempt, see instructions. You may ob
venue office, U.S. Embassy, or Consulate.

Check status under which you claim exemp-~
tion of eamed incdme from services abroad

[0 Bona fide residence. Complete Parts | and 111
O Physical presence Complete Parts 1! and |1}

Complete ali items in the parts pertaining to your status.
APPLY.” Failure to submit required information may resul

If an item does not apply, write “DOES NOT
It in disaliowance of the claimed exemption.

IEZZI Yo be Completed for Bona Fide Residence Only

1 Foreigh country in which you claim bona fide residence

3 Did your famuly hive with you abroad during any part of the taxable yeer?

It Yes,”" for what period?

Residence

dent of that country? .,

began

» ended

(Date)
2 Kind of hving quarters n foreign country [] Purchased house [] Rented house or apartment [0 Rented room ] Querters furnished by empioyer

(Oate)

.. .QOvYe [ONo

(b) Are you required to pay income tax to the country you cleim bona fide residence in?

it you made a statement to the authonties of the foreign country that you are not a residen

country holds you

4 (a) Have you made a statement to the authorities of the foreign country you clarm bona fide residence in that you ere not e res:

O Yes [J No
- +OYes O No

ere

not subject to its income tax, you do not qualfy for this US exemption (See Ins <))
5 Complete the following for days present in the U.S or its possessions dur xable yewr
Date Number of kﬂn* Number ot Ameunt earned 10 U.§ on
0‘,‘: l‘,"s'"d depared days n US 0',‘: f,"s' ‘ ' parle d.ysln us business (Attach statement
from U S on busines from U § on buymess 3nowing comPutation )

e e con

6 (a) State any contractual terms or other eonditions relats

(b) State the type of visa you entered the{ore?%n coyniu-ofder

Y (S )

w-_1
to "heéwtol xamp! m

i
ent abroad,

(c) Did your visa contain any limitations as o‘YﬁE'I;r-\gth of your stay or employment in a foreign country?

I "Yes,"” attach explenation.

(d) List the places where you have resided and the dates of residence $ince you left the United States to establish residence ebroad.

() Did you maintain a home in the United States while residing abroad?

ve

@

It *Yes,” show addrass of your home, whether it wés rented, and the names end relationships of the occupents.

Y .t]Yes Q No

. Oves 0o

BZTON To be Completed for Physical Presence Only

7 The 18-month penod the exemption for physical preSence in a foreign country 1s beseg on 1s from

8 Enter all travel abroad during the 18 month
travel on or over international waters for 24 h
of 18 month pernod If there was no ffavel to report dunn;

countnes during the entire 18.month period.

ours or more

through

period the exemption 1S based on, except travel betwesn foreign countries thet did not involve
1f thelast entry is an arnval in a foreign country, insert number of full deys to end
8 the penod, write In schedule that you were physicelly prasent in a foreign country or

Nama ol countr Data and tima Oata and tim Fu days | Numbarof | Amount sarned in U'S on
(lncluding U S; . 'd.m':nodl O :r:nnvd'd' ' Presentin | daysinUS [ business (Attach stetement
country on business showing computatien )

9 Enter prior years you claimed exemption for income earned abroad under section 911

s
(-

10
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Form 2555 (Rev 10-75)

Page 2

IEITE To be Completed for Both Bona Fide Residence and Physical Presence

-
10 Enter below your tota! earned income, including noncash remuneration (See instructions 7 and 8(d) )

Is part of the income (such as bonuses) attributable to services performed in past yea:s of to be performed for years ot'1er than
.

this year? . . .
I "'Yes,” see Instructions 10(a) and 11

[ Yes C]._No ~

;Do not report exempt income on your Form 1040, but enter all taxable income in the apy. opiiate sections of the form If you
receved all or part of your income in foreign currency, transiate its exchange value into terms of US dollars at the rates prevail

ing at the ime you actually or constructively received the income.

Earned income (for personal services rendered in fore.gn cobintries) Excharge

11 (2) Total wages, salanes, bonuses, commissions, etc., received during this year . . . . . e e

(b) Amount attributabdle to prior years or future years (See Instructions 10(a) and 11)
(¢c) Balance attnbutable to this year. (Subtract ine 11(b) from hre 11(a))

12 Pensions and annuities (See .nstruction 10(d))

13 Allowable share of income for persona' services rendered (See instruction 7 and 103)
(2) In 8 business (includir g farming) or profession. (Attach Schedule Corf)
(5) tn a partnarship (Give nam. :ddress, and nature of income.) ot

14 Noncash remuneration (Market va.ue of property or facihties furnished by employer. Attach statement
showing how determined )
(s) Home .
) Car . . . . . .
(c) Other property facilities

Allowences or reimbursements
(a) Cost of ving . . . -+
(b) Overseas differential

(¢) Family . .

(d) Education .

(e) Home leave .

) Quarters . . . . . . . . . . . .
(€) For any Other pUrPose (SDECHY.) . i i iceecesarsrnennsaan aesssans amemnennne

17 Tota! earned income from sources outside the U.S.

18 Amount exempt, (¢ exempt status changed during the taxable year, compiete schelule below )
19 Taxable income (Line 17 less line 18 If 1ess than zero enter zero Enter here and report on Form 1040) .

Amount
(ln US dollars)

Schedule for Computation of Exemption Claimed in Part i, line 18, above.

(The $20,000 and $25,000 exemptions are fo. fuil taxable years. Prorate them if your
exempt status changes during the taxable year, See Instructions 8(a)(n) and 10(c).)

A

20 Applicable exemption . . . . . . . S e . 320. 000 $25,000
21 Number of exemption qualifying days in taxable yesr . . .
22 Tota!l number of days In taxable year . . . . . . e e e e e e
23 Percentage applicable (Divide the number of days on fine 21 by the number of days on hine 22) % %
24 Allowsble sxemption (Muitiply the amount on line 20 by the percent on line 23) . . . . $ $

[ 1 ~\1
28 Total slioweble exemption (Add emounts on line 24 columns A end B Enter here and on line 18) 8

(1f more space is nesded for any schedule, etc, attach statement )

N



«n 4868 .| Application for Automatic Extension of Time 19
Deparinent of e Tresuy to File U.S. Individual Income Tax Return 1

internal Revenus Service

NOTE: Prepare this form in duplicate File the original with the Internal Revenue Service Center where you are required to file your
income tax return and pay the amount shown on line § below. Attach the duplicate to the face of your Form 1040. This is not

an extension of time for payment of tax The law imposes a penalty for late payment of tax unless you show reasonable cause
for failure to pay when due. (See InStruction F.)

Name (if joint return, give first names 40d 1nitials of both) Last name N Your social security number
Plaase
Print Presant home address (Number and strest, including apartment number, or rural route) Spouse’s social secunty number
o .

Type City, town of post office State and 2iP Code

13

An automatic 2 month extension of time until June 15, 1976, 1s hereby requested in which to file Form 1040 for the calendar year

1975 (or if a fiscal year return until , 19 , for the taxable year Beginning
1975, and ending , 1976).

.1 Total tax’you expect to owe for 1975 (see Form 1040, hine 20)

2 Federal income tax withheld .

3 1975 Estimated tax payments (include 1974 overpayment allowed as a credit) .

4 Other payments (see Form 1040, line 68)

5 Total (add lines 2, 3, and 4) . .

ation L

IR (T »,
T T Signature and Verification < :Q
It Prepared by Taxpayer ~yUnder ve?REeclam tha best of my knowiedge and belief, the statements made

heren are true and correct,

6 BALANCE DUE (subtract I|ne 5'from lme 1)-Payn ful

Your signature : e o Cho‘nge) v. T bate

“Spouse’s signature (if filing jointly, BO N muﬂ(slu ’*—:‘_IM' T Date

. If Prepared by Someone Other Than Taxpaycr —Under penalues of perjury, | declare that to the best of my knowledge and belief,
the statements made herein are true and correct, that | am authorized by the taxpayer to prepare this application, and that | am.
O A member n good standing of the bar of the highest court of (specify junisdiction)

Aruitoxt provided by Eic: -

(O A certified public accountant duly qualified to practice in (specify junisdiction) . .
{3 A person enrolied to practice before the lnterngl Revenue Service -
T A duly authorized agent holding a power of attorney with respect to filing an extension of hme. (Thé power of attorney need not be
submitted unless requested.) .
O A person standing in close personal or business relationship to the taxpayer who i1s unable to sign this appiication be'cause of iliness,
absence, or other good cause My relationship to the taxpayer and the reasons why the taxpayer is unable to sign this application
B are
Signature of preparer other than taxpayer ToOT T T T e e e ) s T Date
N See instructions on reverse
i
¢
i BN |
N .
t Q 106 . .
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« 3903

Depertment of the Treasury
Intesnal Reveaue Service

Moving Expense A&justment

- Attfich to Form 1040.

1975

Name(s) as shown on Form 1040

Social security number

(a) What 1s the distance from your former residence to your new

business location’ miles

50 miles, you are not entitled to a moving expense deduction. {See instruction A )

(b) What is the distance from your former residence to your ,
former bus:ness location?
(c) If the distance in (3) 1s 50 or more miles farther than the distance in (b),

miles

complete the rest of this form If the distance is less than

1 Transportation expenses in moving household goods and persdnal effects .

2 Travel, meals, and lodging expenses in moving from former to new residence .

3 Pre-move travel, meals, and lodging expenses in searching for a
new residence after obtaining employment . . . . . . .

4 Temporary hving expenses in new location or area dunng any 30
consecutive days after obtaining employment .

5 Total (Add tnes 3 and4.) . . . .

6 Enter the lesser: Line 5 or $1,000 ($500

f married, fiing a separate return, and you

resided with your spouse who also started work during the taxable year) .

7 Expenses incident to: (Check one.)

(a) O sale or exchange of your former residence; or,
(b) [ # nonowner, settiement of your unexpired lease on former residence .

8 Expenses incident to. (Check one.)

{a) O purchase of a new residence; or,
—  (b) O if renting, acquiring a new lease .

9 Total (Add lines 6, 7, and 8.) .

Note: If you use the amounts shown an line 7(a) or 8(a) as part of your moving expense and Line 9 exceeds
$2,500 ($1.250 1t married. filing a separate return, and you resided with your spouse who also started
to work during the taxable year), you may reduce hine 7(a) or 8(a) by the excess. Consider the reduc-

tion a decrease in realized gain on

new residence, or both.

10 Enter the lesser: Line 9 or $2,500 ($1,250 o married, filing a Separate return,

the sale of your residence or as an increase in the basis of your .

spouse who also started work duning the taxable year). (See instruction C(2).) .

P

11 Tota! moving expenses (Add lines 1, 2, and 10.) .
12 Reimbursements and allowances received for this move (ot

instruction L.) .

13 if hne 12 1s less than line 11, enter the excess here and on Form 1040, hne 38 .

14 If line 1215 larger than line 11, enter the exce

imbursement” .

3
.

and you resided with your

her than amounts included on Form W-2) (See

ss here and on Form 1040, line 35, as “'Excess moving re-

. e

.

A. Who May Deduct Moving Expenses.—
As an employed or a seif.employed person,
you may deduct reasonable moving ex
penses paid or incurred during the taxable
year in connection with a move you make
to a new principal work place

The deduction s allowable to you only
if (a) your change in job location has added
at least 50 miles to the distance from your
old residence to your work, or (b) if you had
no former principal work place, your new
principal work place 1s at least 50 miles
from your former residence (The distance
between two points is considered to be the

Instructions N
shortest of the more commonly traveled
routes between those points.)

Aiso, the deduction is allowable only f
either (a) during the 12 months immed-
ately following your arrival in the general
jocation”of your new principal work place
you are a full time employee dunng at least
39 weeks, or (b) during the 24 months
)mmediately following such arrival you are
a full-time employee or self employed on a

full-ttme basistduning at least 78.weeks, of.

which not less than 39 weeks are during the
12 months following your arrival.

B. The 39 Week/78 Week Test.—Disre-
gard the 39 week/78 week test referred to
n nstruction A if employment is term:
nated because of death, disabuility, involun
tary separation (other than for wiltful mis-
conduct), or transfer for the employer's
benefit.

if you have not satisfied the 39 week/78
week test before time for filing your return
for the taxable year fn which you paid or
incurred the moving expenses, but believe
you will later satisty it, you may stiti deduct

~those expenses in the year you paid or in.
curred them.
(Continusd on back)

Q

RIC

Aruitoxt provided by Eic:
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If, however, you have not satisfied the
39 week/78 week test at the close of your
next taxable year you must include an
amount equal to the deduction for moving
expenses taken in the prior year, in income
vou report for that next year, unless you
“le an amended return to eliminate the
deduction for the year you claimed it

C. Deductible Moving Expenses.—

(1) Expenses Not Subject to a Dolisr
cimitatior, hnes 1 and 2 —Thase are

(a) Expenses for moving househoid
goods and personal effects from your for-
mer to your new residence, and

(b) Travel expenses (including meals
and lodging) from your former to your new
residence (not to be confused with other
travel expenses, explained below)

(2) Expenses Subject to a Dollar Limita-
ion. hines 3, 4, 7, and 8 —These are

(a) Travel expenses (including meals
and lodging), after you obtain employment,
‘rom your former res.dence to the general
ocation of your new pnncipal work place
and return, pnmanly to find a new res-
dence

(b Meais ¢nd lodging expenses while
JCCupying tempurdty quarters in the gen-
erai location Ot your new principal work
wlace during any 50 consecutive days after
y3u sttain employment, and

1c) Qualifred expenses attributable to
*he sale, purchase, or |lease of your res;
dence

These C(2) expenses cannot exceed
32.500 overall per move, of which the C(2)
‘a) and (b) expenses cannot exceed $1,000.

If you and your spouse both begin work
2t new principal work places during the
taxable year. consider the two events as
one when assigning the dollar hmitations in
2(2) if, at the end of the taxable year, you
nave shared the same new residence If
you file separate returns, these expenses
are hmited to $1 250 overall per move for
each of you, and the C(2)(a) and (b) ex
penses cannot exceed $500 for each of
you

However, if you and your spouse have
not shared the same new residence nor
made specific plans {0 do so within @ de
terminable time, consider the events sep
arately |f you file separate returps, these
expenses are imited to $2.500 overall per
move, and the C(2)(a) and (b) expenses
cannot exceed $1,000 If you file a joint re
turn, these expenses are imited to $5,000
overall per move, and the C(2)(a) and (b)
expenses cannot exceed $2,000

D. Reasonable Moving Expenses.—The
term "moving expenses” ncludes only
those expenses that are reasonable under
the particular move's circumstances. Ex

penses related to your household members
include only those for members who had
and have both your former and new res:
dences, respectively, as their principal
abodes (A servant, governesg, chauffeur,
nurse. or valet is not generally considered
to be a member of your household )

E Household Goods and Personal Ef-
fects.—In your expenses of moving house
hold goods and personal effects from your
former to your new residence, include the
actual cost of transportation or hauling,
packing and crating, in transit storage, and
insurance

F. Travel Expenses from Former Resi-
dence to New Residence.—These jnclude
the cost of transportation, meais, and lodg-
ing (including costs for your arrval date)
The deduction for travel expenses from
your former to your new residence 1s aliow-
able for only one trip However, 1t 1s not
necessary that you and all members of your
household travel together and at the same
time. (To compute the cost of transporta-
ton it you use your own car, see instruction
G, below)

G. Travel Expenses (after obtaining em-
ployment) From Former Residence to Gen-
eral Location of New Principal Work Place
and Return, for Purpose of Searching for a
New Residence.—Travel expenses are de-
ductibie ‘pnly if (1) you begin the trip to
the general location of your new principal
work place after you have obtained employ-
ment, (2) you return to your former res:
dence after searching for a new residence
in the general location of your new principal
work place, and (3) your principal purpose
in traveling to the general location of the
new principal work place i1s to search for a
new residence

Your deduction for travel expenses for
the principal purpose of looking for a new
residence 1s not imited to any number of
tnps bv you and your household members
Moreover, to be deductible, a trip need not
result in a lease or purchase of property

If you use your own automobile for this
transportation, you may compute the trans-
portation expenses in either of two ways.
(1) actual out of pocket expenses (for ex
ample, gasoline, oil, repairs), or (2) at a
rate of seven cents a mile If you claim out
of pocket expenses, keep an adequate rec
ord to verify amounts, if you use the seven
cents a mile method, attach a schedule to
verify the mileage

H. Meals and Lodging Expenses While
Occupying Temporary Quarters.-—~These
are deductible for any 30 consecutive days
after you have obtained employment in the
generai focation of your new principal work
place,

I. Qualified Expenses Attributable to the
Sale, Purghase, or Lease of a Residence.—

This term means only those reasonable ex-
penses (such as sales commissions, adver-
tising expenses, attorney’s and legal fees,
title tees, escrow fees. and State transfer
taxes) incident to (a) the sale or exchange
of your former residence (not including ex-
penses for work performed on the residence
to assist in its sale) which would be taken
tnto account in determining the amount re
alized on the sale or exchange. (b) your
purchase of a new residence which other
wise would be included in (i) the adjusted
bass of your new residence, or (11) the cost
of the loan (but not including payments or
prepayments of interest), (¢) the settle-
ment of an unexpired lease on your former
residence, or (d) your acquisition of a
lease on your new residence (excluding pay-
ments or prepayments of rent)

J. Nondeductible Expenses.—Moving
expenses do not include, for example, any
loss incurred on the sale, exchange, or
other disposition of property mortgage
penalties, cost of refitting rugs or draper-
1es, losses due to the disposal of member
ships in clubs, tution or similar items

K. Seif-employed Individuals.—A self
emplgyed individuadl ;s one who performs
personal services as (a) the owner of tne
entire nterest in an unincorporated trade
or business, or (b) a8 partner in a partner-
ship operating a trade or business

To deduct expenses on lines 3 and 4 as
a seif employed person, you have met the
condition of having obtained empioyment
1f you have made substantial arrangements
to commence work.

L. Reimbursements and Allowances.—
Include all rembursenents and allowances
for moving expenses in income in general,
you will find such reimbursements and al-
lowances included on your Form W-2 How-
ever, if there is doubt, check with your em
ployer Useline 12 for reporting reimburse
ments and allowances If they are not in
cluded elsewhere on Form 1040 or related
schedules

M. No Double Benefits Allowable.—You
cannot reduce the amount realized on the
sale of your old residence by any expenses
which become part of your moving expense
deduction on line 7 You cannot increase
the basis of your new residence by the
amount of any expenses which become part
of your moving expense deduction on line
8 If you include such expenses in income
because you have not met some condition
for the allowance of this*deduction, make
an ‘appropriate adjustment to the seling
price or basis

N. Publication 521.—For additional in-
formation, you may obtain Publication 521,
Tax information on Moving Expenses, free
at Internal Revenue Service offices.
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